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| AN ADIRONDACK VIEW 


The CPA Film. We think it’s , 
honey. Its title is, “Accounting—the 
Language of Business”. What a good 
title! Those five words give life and 
far-flung horizons to our job in life. 

William Knox is the CPA we would 
all like to be—and he is the CPA that 
each of us is—sometimes. The film js 
good for us to see, it gives us a swift 
kick—forward, from the rear. 

The high school kids like it, all of 
them, not just the commercial course 
students. They are hungry to know 
about life’s opportunities. The schools 
like to show it to individual classes, not 
just to assemblies. We are booking it 
now for next fall, including a repeat. 

Believe it or not, we have decided 
that if we had our life to live over, we 
would want to be—a CPA. 


LEONARD Houcurton, C.P.A. 
“Adirondack Chapter” 


JOHN R. BLADES 
INSURANCE ADVISER 
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Complete Surveys of 
Corporate Insurance Affairs 
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Guidebook to Federal Estate and Gift 
Taxes (Third Edition) 


Edited by CCH Federal Tax Law Staff. 
CoMMERCE CLEARING House, INc., Chi- 
cago 1, Ill, 1954. Pages: 145 (8% x ll 
inches) ; heavy paper covers; $2.00. 


This very useful book is descriptively sub- 
titled, “Explanation of Law and Regulations 
with Filled-In Forms.” The forms repro- 
duced are the following: 

Form 704, Preliminary notice 

Form 706, Estate tax return 

Form 706 CE, Certification of payment of 
foreign death duty 

Form 709, Gift tax return 

Form 710, Donee’s or trustee’s informa- 
tion return. 

Official instructions for the forms are con- 
tained herein and valuably supplemented by 
CCH Explanations. These instructions and 
explanations are supplied with references to 
the governing sections of the regulations. In 
former editions, the ruling code sections 
were also given. Apparently ‘the editors de- 
cided the code sections were superfluous. 
The writer found the code sections a con- 
venience. Perhaps in future editions, the 
editors will restore these additional refer- 
ences. 

The forms are filled in with 
illustrative of the situations most 
encountered. 


material 
often 


This edition is made necessary by the 
revision of Form 706 in December, 1953, 
with the addition of Schedule S (credit for 
foreign death duties), and new Form 706 
CE. There are separate indexes for the 
estate tax and the gift tax. This edition 
includes a table of cases referred to in the 
editorial text. 

Tax practitioners know that Internal 
Revenue Service guards Form 706 jealously. 
Even if Form 706 were as available as Form 
1040, the CCH explanations and illustrations 
would make this book a handy reference. In 
view of the relative scarcity of Form 706, 
this publication is practically indispensable. 
_ The writer recommends the Guidebook to 
instructors as a supplemental text for courses 
in Federal Estate and Gift Taxation. Inas- 
much as most available textbooks in this 
field are expensive, the modest price for the 
Guidebook is most helpful. However, the 
Revenue Code of 1954 will necessitate a new 
edition for the Fall semester of 1954. 


Frep LINDEN 
New York, N. Y. 


(Continued on page 422) 
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? % Per Year 


2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS etien look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 

A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2% % per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers, 
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Federal—State—Local Tax Correlation 


TAx_ INstITUT:, 
1954. Pages: 256; 


A symposium volume. 
Inc., Princeton, N. J., 
$5.00. 


Spurred by the increasing demands for 
revenue, the competition for new or broad- 
ened tax sources has reached the point where 
intergovernmenté ul cooperation is no longer 
just desirable; it is an absolute necessity. 

For this reason the selection of the topic 
for the 1953 symposium was_ particularly 
timely. Here we have a learned cosidera- 
tion of the subject, an appraisal of possible 
solutions, and a thought-provoking discus- 
sion which could do much toward bringing 
about the desired cooperation. 

Despite the understandable pessimism with 
which the subject is introduced, all those 
interested in the problem will find these 
papers stimulating and valuable. 


Frank A. DunN 
New York, N. Y. 


Procedure and Practice Before the Tax 
Court of the United States (14th 
Edition) 


Edited by the CCH Editorial Staff. Com- 
MERCE CLEARING House INc., Chicago and 
New York, 1954.° Pages: 286, paper 
covers; $4.00. 


Now in its fourteenth edition, this com- 
plete reference book needs no introduction 
to the seasoned practitoner. 

When a case advances from the relatively 
flexible informality of the Bureau of In- 
ternal Revenue to the jurisdiction of the Tax 
Court, familarity and strict compliance with 
its rules are essential. The penalty for fail- 
ure is the dismissal of the taxpayer’s peti- 
tion or approval of the Commissioner’s find- 
ings of tax deficiencies. 

Whether his task is the presentation of 
the case or the assembly of the material, the 
attorney or accountant will find this work 
an up-to-date and authoritative guide. 


FRANK A, DUNN 


New York, N. Y. 


An Administrative Case Study of Per- 
formance Budgeting in the City of Los 
Angeles, California (No. 11-1) 


By George A. Terhune. Municipav FI 
NANCE OFFICERS ASSOCIATION of _ the 
United States and Canada, Chicago, Ill, 
1954. Pages: 31; $1.25. 


(Continued on page 423) 
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This case study describes, step by step, the 
introduction of performance budgeting in 
the City of Los Angeles, based upon the 
quthor’s connection with every phase of the 
project. It is the first detailed record of the 
working methods employed by a govern- 
mental organization in applying the tech- 
nique of performance budgeting. 

The study points up two important steps 
nthe procedure. To make sure that all city 
lepartments would be able to participate in 
the program, the simple gross man-hour 
approach was utilized to determine person- 
nel requirements, rather than the cost ac- 
counting approach, which would apply only 
to those departments in which cost account- 
ing systems were already installed. Standard 
forms were devised for the preparation of 
work programs and for performance report- 
ing, which enabled the introduction of the 
new procedure simultaneously in all de- 
partments. 


Performance Budgeting and Unit Cost 
Accounting for Governmental Units 
(No. 11-2) 


By Frank A. Lowe, Orin K. Cope, and 
Joseph M. Cunningham. Municipat FI- 
NANCE OFFICERS ASSOCIATION of the 
United States and Canada, Chicago, III, 
1954. Pages: 19; $1.00. 


Three formal papers which were pre- 
sented at the Miami, Florida, performance 
budget workshop make up this publication. 
The first paper, by Mr. Lowe, points out a 
step-by-step procedure to be followed in ini- 
tiating a performance budget. Orin K. Cope 
discusses operational analysis—the dasis for 
performance budgeting, and presents an il- 
lustration of such an analysis applicable to 
a recreation center. Joseph M. Cunningham 
discusses the accounting system that must be 
established in order to obtain financial infor- 
mation ind to control finances. satisfactorily. 

The treatment of expense on a use rather 
than on a direct-charge basis, the addition 
of suspense accounts for other items of ex- 
pense, the modification in the method of 
treating encumbrances, and the introduction 
of intercharges between the administrative 
units are pointed up in this article. The 
present classification of expense by object 
would be eliminated or subordinated. The 
accounting should include not only dollar 
amounts but records of volume. A list of 
units of work in the field of public works, 
as used in the City of Providence, R. I., is 
appended. 


1954 











CERTIFIED APPRAISALS 


Industrial Plants — Machinery 
Technical Experience Since 1916 
MODERN METHOD APPRAISALS 
Based Upon Current Market Values 
—_—_—— ©—-—— 
INSURANCE*TAXES* FINANCING 
ESTATES ¢ PARTNERSHIPS 


ENGINEERING and TECHNICAL 
ANALYSIS 
en ee 


DAVID NEEDLEMAN 


570 SEVENTH AVENUE 
NEW YORK CITY  BRyant 9-5115 





Appraiser for 
Leading Industrial Finance Companies 





3oth of these publications should prove 
useful in this new and rapidly developing 


field. 
Max ZIMERING 


The Bernard M. Baruch School of 


Business and Public Administra- 
tion, The City College of New 
York 


English Accountancy 1800 to 1954. (A 


Study in Social and Economic History.) 
By Nicholas A. H. Stacey. GEE AND 
CompANy (PuBLISHERS) LimiTep, Lon- 
don, 1954. Pages: xvii+295; 25/net 
UE 


The author of this work was formerly 


Assistant Secretary of the Association of 
Certified 
charge of research, and editor of the British 
magazine, The Accountants Journal. Under 
a research award from the United States 
government, he spent the years 1951 to 
1953 at the Graduate School of Business of 
Columbia University as visiting scholar, 
lecturing and undertaking research, including 
that related to the completion of the present 
volume. 


and Corporate Accountants, in 
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meeeeeclTED BY A C.P.A. 


RESPONSLBLE 
BAPFeRtENCED 
BOOKKEEPING 
PRESON N EL 
EXCLUS [Nee Le 


299 MADISON AVE., NEW YORK 17 


TELBPHONE: OXFORD 7-2237 





BUSINESS AND PERSONNE, 
OPPORTUNITIES 


Help Wanted: 20¢ a word, minimum $54) 
Situations Wanted: 10¢ a word, minimum $24) 
Business Opportunities: 15¢ a word, minimum $3) 
Box number, if used, counts as three words, 
Closing Date—15th of month preceding date , 
publication. i 





aianletiing 


HELP WANTED 








Office Manager—For medium sized firm of 
C.P.A.’s (approximately 65 men) in Metro. 
politan New York area. Fine opportunity: 
must be familiar with directing staff assign. 
ments, report review, personnel, etc. Stat 
fully educational and _ professional _ back. 
ground, and salary desired. Box 726, Ney 
York C.P.A. 





Se, 


BUSINESS OPPORTUNITIES 








Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 





Accountants’ Reports Typed 
Accurately and Attractively! Also expert 
mimeographing! Lillian Sapadin, 501 Fifth 
Avenue, MU 2-5346. 





Don’t Let Your Work Pile Up! 
Monthly Reports Typed Quickly, Accurately 
Tax Reports - Correspondence 
Mimeographing 
BURLINGTON STENO SERVICE 
55 West 42 Street, Cor. 6th Avenue, 8th Fi 
LAckawanna 4-2230 











APPRAISALS 


NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


a ah ll x 6 CHURCH STREET AST ANTA 
PHILADELPHI ; 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 











specializing in the employment requirements 
of the public accountant +10 his clients 


ROBERT HALF 


personnel agencies 


25-15 bridge plara n. 
long Island city 
stillwell 6-5707 


130 w. 42 street 
new york city 
longacre 4-3834 


directed by a certifiod public accountant 





C.P.A., established, desires to expand, wil 
purchase moderate practice in N.Y, 
Westchester, or metropolitan area. Box 72), 


New York C.P.A. 





C.P.A., 59, with a substantial practice i 
N.Y.C. Seeks association with an established 
practitioner. Box 729, New York CPA 








C.P.A., age 35, desires per diem arrange- 
ment with overburdened practitioner. Box 
730, New York C.P.A. 

C.P.A.—Attorney, age 29, will travel, ow 
practice, desires per diem for CPA with 
partnership possibilities or chance to pur 
chase practice. Box 731, New York C.P.A 











Space for Accounting Practitioner 9 
Church Street, Private Office in CPA Suite 
Staff Room Facilities; Telephone Service; 
Tax Publications. REctor 2-0582. 








Office Space—Times Sq. Area.  Shatt 
Large, Bright 5 Room Suite, Secretarid 
Service, Subway Bldg. Furnished - Ut 
furnished, Opportunity for Pleasant Ass 
ciation. CIrcle 6-5177. 

(Continued on page 425) 
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SITUATIONS WANTED 








Work at Home 
Comptometrist—own machine. Diversified 
experience with C.P.A. specializing inven- 
tories. Will pick up, deliver. Lillian Young, 
BA 9-2755. 

Wanted—Tax Library 


vive description, condition and price. Box 
74 New York C.P.A. 











cPA—Attorney, age 32, Heavy Tax Ex- 
perience, seeks per diem arrangement with 
overburdened C.P.A. located in N.Y.C. Box 
725, New York CPA. 





CP.A. small practice of his own seeks 
position or arrangement with accountant. 
Box 727, New York C.P.A. 








New York CPA Tax Man 

Age 33; BBA (actg.), MS (actg.), 2% 
yrs. law school; 6 yrs. CPA experience, 2 
yrs. corporate experience. Salary $6,000. 
Box 728, New York C.P.A. 





Accountants’ Gal Friday 
You name it and I’ll type it—tax reports, 
correspondence, public stenography available 
at your convenience. Call SUsquehanna 
7-5368. 








and, will 
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Share 


Binding 
THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 


When the magazines constituting the 
volume are supplied by the subscriber 
the binding charge is $3.25, plus 3% 
N.Y.C. sales tax. Each bound volume 
includes twelve issues. ‘ 
* 

Bound in brown fabric with title, dates 
and volume number stamped in gold. 


ae 
Missing numbers will be: supplied, if 
obtainable, at 50 cents each. 
* 
Binding orders and the magazines to 
be bound should be mailed or de- 
livered to 


THE NEW YORK STATE SOCIETY OF 
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CERTIFIED PUBLIC ACCOUNTANTS 
677 Fifth Avenue 
New York 22, N. Y. 





















































WM. SCHNUER, BBA, MBA ~W = Maca = 
Licensee able time reading 


hundreds of letters of application and 
interviewing many prospective appli- 
cants to secure the right employee? 

This has been our task for 

thousands of firms since 1939. 
Our interviewers are educated and 
experienced in the fields of personnel 
and accounting. 

. 


We do a professional job 


& 

¢ COMPTROLLERS e BOOKKEEPERS 

e OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. | ¢ STENOGRAPHERS 
Juniors e TYPISTS 

e EXECUTIVES e CLERKS 





FOR PROMPT 
SERVICE 


Call: 






Wm. Schnuer 
Licetisee 











9- 7664 Shirley Schnuer 


Licensee 
“Serving Leading National Firms Since 1939” 


Depeudatle 


EMPLOYMENT AGENCY 


220 W. 42Nnp Sr. © New York 36 
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Part I of the book, dealing with Account- 
ancy in the 19th century, contains 52 pages. 
Part II, devoted to the 20th century, em- 
braces some 220 pages. The introductory 
chapter of Part I is followed by nine others, 
dealing, in turn, with the Growing Applica- 
tion of Accountancy, Social and Economic 
Influences on Accountancy, the Genesis of 
Modern Professional Accounting, the Search 
for Unity, Accounting in an Era of Expan- 
sion, Friendly Societies and the Public Audi- 
tor, Accounts of State, Accounts of Local 
Governments, and Education 1850-1900. 

Part II covers these matters: Revising the 
Boundaries 1900-1909, Strengthening the 
Profession 1910-1919, Professional and Na- 
tional Problems 1920-1929, Accountarcy— 
Need for Reassessment 1930-1939, and Con- 
solidation of the Profession 1940-1954. 

A nine-page bibliography and an eleven- 
page double-column index complete the 
work. 

The first British accounting society, the 
Society of Accountants in Edinburgh, was 
born following this invitation by Alexander 
Weir Robertson to Scotch accountants just 
over 100 years ago: 

“15 Dundas Street [Edinburgh], 
January 17th, 1853 

Several gentlemen connected with our 
profession have resolved to bring about some 
definite arrangement for ste the pro- 
fessional accountants in Edinburgh, and 
should you be favourable thereto | 
request . . . attendance in my chambers here 
on Thursday next the 20th inst., at 2 
o'clock.” 

Mr. Stacey discusses each of the 21 Ac- 
counting bodies which followed this one. 

The accounting profession’s problems ap- 
pear to be much the same the world over. 
Britain, the current work attests, is ponder- 
ing the question of the registration of public 
accountants; it has had its own “accountancy 
cause céleébre of modern times,” the Royal 
Mail case |Rex v. Lord Kylsant and another, 
101 L.J.K.B., 97 (1931)]; its professional 


societies have improved their status “entirely 


Wo ( 


due to their own concerted efforts in raising 
and maintaining a high standard of examina- 
tions and strong discipline among their 
members.” In Great Britain, of course, the 
profession has been faced with problems 
which have no precise American counter- 
part, for example, those attributable to the 
nationalization of industry. 

“Accounting development,” Mr. Stacey 
observes, “is conditioned by the economic 
climate”; further, he finds, “periods of 
economic scarcity have been as helpful in 
developing accounting ingenuity as_ periods 
of economic plenty ~ 

Discussing the characteristics of the pro- 
fession in Great Britain, the author notes, 

‘A peculiar characteristic of the accountancy 
profession has been its policy of preoccupa- 
tion with the present to the detriment of the 
future.’ While “problems which in_ the 
course of time arose were duly attended 
with greater or lesser skill,” the profession's 
attention “has never been ‘attracted,” he as- 
serts, by the “desire to be forearmed and 
thus . . . prepared for contingencies .. .” 

Mr. Stacey points out this change in 
conditions within the profession: ‘The 
practising accountant’s life—its pleasures 
and sorrows—is familiar to all members of 
the profession; he has no superior, enjoys 
comparative freedom and in the past has 
invariably made an adequate living. In re- 
cent years the position has changed. A 
young qualified accountant wishing to em- 
bark upon professional practice would be 
hard put to start on his own without inde- 
pendent financial resources. It would take 
him a long number of years and much toil 
to build up a practice which would bring him 

livelihood and which he could sell at the 
end of his active life.” 

This book is recommended to our mem- 
bers; the history of the development of our 
profession offers clues to the solution of 
some of our current problems. 


Leo ROSENBLUM 


Bernard M. Baruch School of Business 
and Public Administration 
The City College of New York 
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VOL. XXIV 


The President’s — 


am NYCPA has graciously let me 
utilize this page as a means of 
informally communicating with our 
members. For convenience of refer- 
ence, I shall enumerate the different 
matters discussed this month: 

(1) The summer months are the 
formative months in the Society’s 
affairs. Plans and policies are being 
made. If you have any suggestions, 
please send them to me “ my office 
address, 80 Broad Street, New York 
2 nN. ¥. : 

(2) The committees for the new 
administrative year are almost all set 
up. You may be interested in know- 
ing some of the principles I used as a 
guide: This year everyone who asked 
to be placed on a committee is on a 
committee. Furthermore, those who 
asked for committee appointment in 
the last three years but did not get an 
appointment, have likewise been put on 
this year’s committees. No one is on 
more than one committee. There are 
some necessary exceptions to all this, 
but they are rare. 

(3) Several interesting new com- 
mittees have been set up: They will 
give special attention to enhancing the 
position in the Society of staff-account- 
ant members, women members, new 
members, members in commerce and 
industry, members in .government ser- 
vice, and members in the field of edu- 
cation. These committees will study 
what can be done to attract the respec- 
tive groups into the Society and insure 
that they get money’s worth after they 
are in the Society. 

(4) A number of interesting things 
are ahead: This will probably be the 
year of decision on two-class CPA 
legislation. With a new federal tax 
law on the books, the federal tax com- 
mittee will run a special series of lec- 
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tures and panels to bring us all up to 
date. A study of the sensitive subject 
of fees is under way. The Society’s 
dues structure is undergoing re-ex- 
amination. 

(5) We have done a good deal in 
the past about attracting young men to 
the profession. This year, a study will 
be made of the problem of men who 
have matured in the profession and 
who have time and talents not fully 
utilized in their own practice. 

(6) Max Rolnick: came up with 
an interesting idea. He suggests an 
officer-of-the-day arrangement, so to 
speak, whereby each day some senior 
member of the Society will be avail- 
able at his own office to meet with 
younger members on_ professional 
problems. I have asked him to perfect 
the plan and report to me. 

* * 


It is a shame that the 5,000 or more 
CPAs who are not yet members of the 
Society can’t get the direct benefit of 
all this and of the many other things 
that the Society does. I have a feeling 
that if each of these non-members 
were personally contacted and told the 
story, he would not want to continue 
from the outside looking in. At least, 
we ought to find out where the Society 
has thus far failed them by not attract- 
ing them into our midst. The Society 
can then take whatever corrective steps 
are in order. 

Each of us should constitute himself 
part of the membership committee, and 
check with any New York CPA in his 
personal acquaintance who is not yet 
a member of the Society, and then re- 
port to me. Every new member adds 
strength to himself and, in turn, im- 
parts added strength to the Society. 


J. S. S—empMAN 
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A Continuous System Review Approach 
Can Improve the Quality of 
Independent Audits 


By Witu1aAM L. CaMPFIELD, C.P.A. 


Major emphasis by public accountants on a continuous review 
and test of the effectiveness of internal control at key functional 
operating points can improve the quality and economy of audit 


examinations. 
two-fold repetitive 


Viewed in this context, an audit represents a 
process of reconnaissance or survey, and a 


highly selective concurrent test of transactions primarily in areas 
of exception. 


It is a commonplace among public 
accountants that a proper determina- 
tion of the scope of their examination 
of the financial affairs of a business 
enterprise requires a review of the 
system of internal control maintained 
by such business. The review is con- 
sidered so essential to adequate audit 
examination as to warrant inclusion 
among standards for field work 
promulgated by the American Institute 
of Accountants.1. In spite of this 
recognized significance of internal con- 
trol there is a tendency among many 





WILLIAM L. CAMPFIELD, C.P.A., 
is a member of the American 
Institute of Accountants, the 


American Accounting Association, 
the National Association of Cost 
Accountants, and the San Francisco 
Chapter of the California Society of 
CPA’s. He holds the degree of 
Doctor of Philosophy in Account- 
ancy from the University of Illinois. 

Dr. Campfield is associated with 
the Army Audit Agency, San Fran- 
cisco Regional Office, and also 
serves as Lecturer in Accounting 





at the University of San Francisco. 








1 Among others, the following is prescribed: 


independent auditors to accord only 
superficial cognizance to an existing 
system of internal control and to per- 
form an inordinate amount of testing, 
checking, and vouching in their efforts 
to satisfy themselves as to the fairness 
and reasonableness of a specific set of 
financial statements or financial data. 


The present writer believes that a 
greater qualitative service can be ren- 
dered by independent auditors to man- 
agements, investors, and the public in 
general if professional audit engage- 
ments are directed more to continuing 
appraisal of the adequacy of an enter- 
prise’s internal control system rather 
than to the relative accuracy of a par- 
ticular set of financial “facts”. The 
intent of the public accounting profes- 
sion with respect to convincing the 
business fraternity as well as the gen- 
eral public that its members do not pur- 
port to represent guarantors of finan- 
cial data is laudable. However, the 
observable mountain of “precise figure 
data” produced by a group of profes- 
sional auditors during the course of a 
single audit examination would appear 
to weaken this pronounced position. 

It is the purpose of this article to 
discuss briefly the basic considerations 


“ 


. there is to be a proper study and 


evaluation of the existing internal control as a basis for reliance thereon and for the deter- 
mination of the resultant extent of the tests to which auditing procedures are to be restricted 
.”. Auditing Standards—Special Report by Committee on Auditing Procedure—American 


Institute of Accountants, 1947—page 11. 
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Improving the Quality of Independent Audits 


underlying a continuous system review 
program for independent audit exami- 
nations. In this type of program the 
emphasis would constantly be directed 
to review of the over-all adequacy of 
the internal control machinery in 
operation and only incidentally upon 
one of the products of the system- 
financial statements. The continuing 
review would be viewed in this context 
as a two-fold, repetitive process of 
reconnaissance or survey to determine 
the nature of the system purported to 
exist and a highly selective testing of 
routines and transactions primarily in 
areas of exception. It is taken that the 
end-products of a properly functioning 
accounting records and related system 
must perforce be reliable accounting 
and related data. 


Rationale of an Internal Control 
System Guides the Review 
[It is fairly well established that the 
successful operation of a modern enter- 
prise is dependent upon the continuous 
and orderly flow of transactions and 
work routines through well established 
internal channels of checks and_bal- 
ances. It is also widely accepted that 
should this prescribed system become 
defective in any major respect the 
otherwise smooth flow of transactions 
and routines will be impaired and such 
defections, if not detected and cor- 
rected early, may eventually lead to 
financial destruction of an enterprise. 
Very generally, the internal control 
plan of an organization is a combina- 
tion of orderly division and prescrip- 
tion of functional responsibilities and 
a continuous internal review and check 
of actual performances. The thought 
that the responsibility for the design 
and maintenance of efficient internal 
control machinery is that of an enter- 
prise management should be kept in 
mind constantly by the independent 
auditor if he wishes to maximize his 
own services to that management. 
Since all management activities are 
centered around the major functions of 
organization, direction, and control of 
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an enterprise’s basic objectives, a man- 
agement must be prepared at all times 
to demonstrate that it has established 
and effectively maintains the internal 
machinery necessary to insure the ful- 
fillment of its responsibilities. The 
independent auditor examining the 
accounting records and _ procedures 
system of a management is well ad- 
vised to start with a premise that a 
modern-day management must be 
actively concerned with its enterprise 
control responsibility if the enterprise 
expects to survive. Proceeding from 
such premise may well direct the audi- 
tor’s attention to first and comprehen- 
sive consideration of what management 
purports to have established in the 
way of internal safeguards. Timely 
performance of survey and selective 
testing by the external auditor should 
be materially enhanced if such an 
attitude is taken by him. 


Intensive Preliminary Survey Should 

Precede Extended Testing 

In keeping with a concept of review 
of internal control as a continuous type 
of action, the initial approach to ap- 
praisal of the system may be thought 
of as the preliminary survey or re- 
connaissance phase. The actual prob- 
ing or verification of any portion of 
transactions, records, procedures, etc., 
may be termed the selective test phase. 
Since the review program is conceived 
as a continuous one there is no need 
for sharp demarcation between these 
two phases of work. Even during the 
preliminary stages of investigation 
some type of exploratory testing and 
checking will be going on at all times. 
It is expected, however, that where 
the need for extended inquiry and ex- 
amination has been demonstrated, a 
more intensive testing and verification 
stage can be distinctly identified and 
programmed. 

It is apparent that the most effective 
over-all independent appraisal of the 
operations of an enterprise will result 
from as much preliminary knowledge 
as feasible of the way in which the 
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entire business operates—accounting 
and otherwise. Obviously, the signifi- 
cance of the accounting records and 
procedures system is inextricably inter- 
woven into the fabric of the entire 
physical existence of the enterprise. In 
this vein, the basic objectives of the 1n- 
dependent appraisal should be oriented 
tO: 

1. A determination of the adequacy of 
the policies and procedures underly- 
ing the figure data contained in ac- 
counts and records and reproduced 
in sundry financial reports. 

2, An effective relating of verification 
and testing media to centers of weak- 
ness or exception and a concurrent 
elimination of needless examination 
in strong spots. 

3. A searching out of as many oppor- 
tunities as possible for recommenda- 
tion of corrections or improvement, 
thereby paving the way for timely 
remedial or preventive action on the 
part otf a management. 

Obviously, one of the salutary 
effects of early report on areas of de- 
ficiency will be early corrective action 
by an interested management. Such 
action cannot fail to have a major in- 
fluence in minimizing the need for 
extended checking or testing on the 
part of the independent auditor. It is 
to be assumed that any reasonably 
efficient management will itself take the 
initiative in utilizing its own personnel 
in performance of the detailed work 
essential to uncovering contributory 
causes of breakdown in prescribed 
policies and procedures. 

The preliminary or reconnaissance 
phase of the continuous system review 


may well consist of the following 
major parts: 
1. Ascertainment by inquiry of man- 


agement representatives and by con- 
comitant observation of the general 
nature of the purported system of 
internal control. 

2. Development, on the basis of above 
data, of a tentative opinion as to the 
adequacy of the purported system. 

3. Conduct of a limited exploratory 
testing of “live” transactions, pri- 
marily in areas of indicated super- 
ficial weakness. 

4. Consideration of the significance and 
implications of the findings of the 
exploratory testing. 
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5. Development of a tentative program 

for extension of testing in order to: 

a. Secure additional evidence of se- 
riousness of breakdown of con- 
trols in areas previously noted in 
exploratory action (coordination 
with internal staff is anticipated 
in this respect). 

b. Uncover operating areas in which 
constructive changes in prescribed 
policies and procedures would be 
beneficial. 

Although the preliminary survey 
may take any one or a combination of 
several acceptable forms, e.g., ques- 
tionnaire method, memoranda of weak 
points only, etc., alertness and keen- 
ness of observation on the part of the 
auditor in drawing an over-all pic- 
ture of the way in which the business 
operates will be the prime requisites 
for assuring an adequate appraisal of 
the effectiveness of the internal control 
machinery. In this regard there can be 
no substitute for the judgment of the 
person making the examination. 

The starting point for internal con- 
trol lies in a proper functional division 
of an enterprise’s activities. Independ- 
ent preliminary survey of the system 
should use the same point of departure. 
An initial approach from a transaction 
point of view, i.e., flow chart analysis, 
should graphically pin point glaring 
weaknesses in an organizational struc- 
ture for an experienced auditor. Classi- 
fication of transactions into related 
groups such as those pertaining to gen- 
eral accounting records, purchasing 
activities, sales, receiving and storage, 
production, receipt and disbursement 
of funds, etc., should facilitate the 
auditor’s accumulation and combining 
the accounting and related documents, 
memoranda, and written operating pro- 
cedures relating to particular groups 
of activities he may wish to examine. 
At the time of any extended testing 
which may be required, all major docu- 
mentation pertaining to a given operat- 
ing function may be reviewed simul- 
taneously. The transaction-flow type 
of investigation should be addressed 
primarily to the adequacy of policies 
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and procedures operative at key con- 
trol centers. 

Standard questionnaire forms typi- 
cally used by public accountants can 
be employed as valuable guides or 
check lists of points to be covered in 
the preliminary survey. Much has 
been written about these forms, and 
no useful purpose is served at this 
point through further description. 
Suffice it to say, flexibility in the use of 
such forms by the independent auditor 
will afford him a wide background of 
knowledge about the business under 
scrutiny. 

Throughout the survey stage, the 
independent auditor should bear in 
mind the importance of the material- 
ity of transactions and properties and 
the degree of risk of error or misrep- 
resentation associated with such items. 
It is axiomatic that a control-conscious 
management will construct its strongest 
internal checks and controls around 
those items which are material and for 
which relative risk is greatest. The 
auditor’s exploratory testing and re- 
view should disclose the relative 
strength of controls in these areas, par- 
ticularly with respect to quality of 
supervision, internal auditing, etc., and 
further extended testing should vary 
inversely with the degree of strength 


disclosed. 


Credence to be Accorded Internal 
Auditing or Other “Self-appraisal” 
Well executed internal auditing is 

the most economical and-timely means 
by which a management can assure 
itself that there is no major dereliction 
in the discharge of its custodial and 
operational responsibilities. In view of 
this, the external auditor should make 
an early determination of the extent 
to which he can rely on the work of 
the internal audit staff and the degree 
to which his extended tests of opera- 
tions can be coordinated or dove- 
tailed with current examinations and 
review by such staff. 
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A tentative appraisal of the pro- 
fessional competence of the internal 
audit staff as well as a tentative opinion 
on the comprehensiveness and quality 
of their audit work can be drawn by 
the independent auditor during the 
initial stages of his survey. Particular 
emphasis on objectivity is requisite in 
this respect. It is frequently observed 
that some public accountants, in mis- 
guided zeal to demonstrate their inde- 
pendence, will discredit the work of 
any person or persons who are carried 
on the payroll of the business being 
examined. 

It is apparent that while the external 
auditor can, if he wishes, observe and 
test a large number of transactions 
during the course of his continuous 
review he has neither the degree of 
contact with evolving operations nor 
the knowledge of such operations as 
does the competent internal auditor. 
In this connection, it is to be borne in 
mind that it frequently takes as much 
time to verify a transaction adequately 
as it required to initiate it. 

Upon satisfaction that the internal 
auditing staff possesses necessary pro- 
fessional qualifications,? the external 
auditor may arrange with the former 
a plan whereby the external auditor 
will test some of the operating pro- 
cedures or check some of the trans- 
actions normally performed by the 
internal group. This will give the inde- 
pendent auditor first-hand information 
on the effectiveness of internal con- 
trols and on the validity and reliability 
of the selected transaction data. In 
addition to this action, the external 
auditor will review the audit programs, 
working papers, and reports prepared 
by the internal staff and will make 
appropriate observation of the methods 
and procedures by which such group 
carries out its responsibilities. 

The most economical and efficient 
auditing service to a management can 
be achieved only through effective co- 
ordination of all the auditing activities 


“In this appraisal, the external auditor may yell use, as a point of departure, the same 
auditing standards to which he subscribes. Appropriate consideration would be given to the 
different connotation to be placed on independence as far as the internal auditor is concerned. 
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performed for that management. An 
internal auditing staff which is truly 
independent of operating functions and 
which has unlimited investigative lati- 
tude is in a unique position to furnish 
top management with an on-the-spot 
objective appraisal of all phases of the 
company’s activities as well as to make 
constructive recommendations to man- 
agement for timely improvements. In- 
ternal action in this regard should min- 
imize the amount of detail the external 
auditor must examine in order to ren- 
der an opinion on the strength of the 
internal check and control mechanisms. 

Irrespective of shades of difference 
which may exist in the primary objec- 
tives of the external and the internal 
auditors, their examinations of the 
affairs of an organization are con- 
ducted along parallel lines. Co-opera- 
tion and co-ordination between the two 
groups is commended as a means of 
expeditious solution of their mutual 
problems. 

One major result of co-operative 
audit examination will be a leading of 
the external auditor into a deeper and 
more qualitative appraisal of the in- 
ternal control system than has been 
customary with most public account- 
ants. Through obtaining a fuller un- 
derstanding of the way in which major 
controls actually operate, the external 
auditor can reasonably be expected to 
obtain a definitive chart by which he 
can focus attention during extended 
testing on the areas where relative risk 
of deficiency is greatest. Gaps between 
and overlapping of audit effort of the 
two groups can thus be eliminated and 
over-all value of both types of exami- 
nation immeasurably improved. 


Influence of Materiality and Relative 
Risk on Program of Extended 
Testing 


Materiality in auditing, as well as 
for any other similar endeavor, is re- 
lated to the actions of a prudent man 
with respect to the statement, the item, 
or the amount under examination. This 
type of measure has long standing in 
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legal circles in determining whether 
an item or an action is material in its 
effect. As far as the independent 
auditor is concerned, it may be stated 
that an item, a transaction, a procedure, 
etc., is material if under similar cir- 
cumstances representative competent 
auditors would deem it to be of major 
importance. 

In determining what is material, 
emphasis is generally placed on the ab- 
solute or the relative dollar amount of 
items being examined. While it is 
true that the present significance of 
most transactions can be measured in 
terms of the historical dollar amounts 
involved, the potential significance of 
relatively small dollar items or trans- 
actions should not be overlooked. The 
auditor’s examination, for example, of 
the stores operations of a presently 
small but growing manufacturing con- 
cern should be directed as much to the 
potential materiality of items handled 
as to the present importance of the pol- 
icies and procedures surrounding the 
stores activity. Materiality of items 
and transactions must be viewed in per- 
spective, as well as in historical con- 
text. Again, consideration of what is 
material in a given set of circumstances 
must be made in a setting which relates 
the item to the over-all operations of 
the business. Manifestly, determina- 
tions as to the possible materiality of 
items must be made during an early 
stage of survey if extension of testing 
is to be kept within economical limits. 

Relative risk is a factor to be con- 
sidered jointly with that of materiality. 
Attention should be directed more in- 
tensely to operating areas in which the 
risk of error or of misrepresentation 
in recording, classifying, or summariz- 
ing transaction data will be greatest. 
Assume, by way of example, that a 
business manufactures a product which 
requires the assembly of some 800 
component parts. The risk of error 
in the physical handling and in the ac- 
counting for costs associated with these 
several hundred parts is obviously 
greater than if the components were 
but few. However, in the testing of 
transactions related to the numerous 
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components, the auditor would place 
greatest emphasis on the items repre- 
senting the largest dollar amounts. It 
can be observed that the risk of error 
with respect to an accounting records 
and procedures system is tempered by 
the materiality of the items susceptible 
to error Or misrepresentation. 

Error or misrepresentation in an in- 
significant item generally will not im- 
pair the over-all fairness or reason- 
ableness of a management’s representa- 
tions. However, the cumulative effect 
of many small or insignificant errors 
may be of material import. Again, the 
cumulation of errors or misrepresenta- 
tions, though still small in total amount, 
may be indicative of a chronic break- 
down in controls which portends future 
major deficiencies. An extensive num- 
ber of small errors in footings and ex- 
tensions of invoices, for example, may 
be indicative of a type of carelessness 
on the part of operating personnel 
which could lead to more serious errors 
at a later date. The auditor must be 
on guard at all times to note trends or 
tendencies reflected by presently im- 
material errors. 


Extension of Testing Validates 
Preliminary Conclusions 
Adherence to generally accepted 

auditing standards requires the inde- 

pendent auditor to make sufficient tests 
of the actual operation of an internal 
control in order that he may be satis- 
fed that it operates as purported. 
Testing, as the term is used in audit- 
ing, implies the selection among 
alternative ways of verifying transac- 
tion data and the selection among 
transaction data for application of 
verification techniques. In _ passing 
upon the validity of ‘a mass of data, 
the only certain means of making the 
wisest decision would be an examina- 
tion of all items within the mass. 
Rarely can a 100 percent examination 
be made of data within economical time 
limits, and rare is the occasion when 
such would be required. Auditing as 
we know it today is predicated upon 
the taking of selected samples as typi- 
cal of a mass of data. This practice 
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is, of course, the basis for most prac- 

tical judgments in all walks of life. 

The theory underlying random 
sampling is quite familiar to independ- 
ent auditors. The presumption under 
this theory that each item of a mass 
has an equal chance of selection or an 
equal chance of error has limited sig- 
nificance as far as accounting and 
auditing are concerned. Experience 
has shown that rarely are accounting 
items or data homogeneous in char- 
acteristics or equally susceptible to 
error or misrepresentation. The type 
of selection most useful to auditors is 
a stratified random sampling whereby 
the data universe is broken into as 
many sub-areas as necessary to create 
homogeneous areas for testing pur- 
poses. 

It was suggested earlier in this 
article that the independent auditor 
should arrange all documentation re- 
lating to particular phases of opera- 
tions in a manner which permits 
simultaneous review and test. Appro- 
priate stratification of samples can thus 
be facilitated. In order to secure the 
most current information available, this 
procedure, to the extent practicable, 
should be conducted on a “live” trans- 
action basis. 

In planning the extension of testing, 
the auditor does not have any widely 
accepted rules to guide him in the de- 
termination of the size of his sample, 
the selection of items to be tested, or 
the intensity of tests to be conducted. 
These determinations will be governed 
by many factors some of which can 
be summarized as follows: 

1. The relative effectiveness of the in- 
ternal control machinery as disclosed 
during the initial stages of survey. 

2, The amount and type of errors re- 
vealed early in the extended testing 
phase. 

3. The materiality of items handled 
within a functional area, as previ- 
ously illustrated. 

4. Volume of transactions and the rela- 

tive risk inherent in their processing. 

Limitations on the scope of examina- 

tion, e.g., an engagement tor pur- 

noses of determining only that oper- 
ating policies and procedures flow 
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generally as prescribed would call 
for a highlv restricted extension of 
exploratory testing. 

6. Audit time and/or cost limitations, 
though generally not a major deter- 
minant of scope or intensity of ex- 
amination, may have pertinence when 
viewed in relation to the over-all 
audit benefits to be derived. 

A considerable body of literature has 
been developed in recent years com- 
mending the auditor to use statistical 
techniques in his examination of ac- 
counting and related records and data. 
To date there are insufficient reliable 
statistical tables or formulas upon 
which the auditor might base his entire 
testing program. To be sure, the de- 
velopment of time-tested formulas for 
guiding the auditor in the selection of 
an incontrovertible sample would re- 
solve in large measure the problem of 
whether the auditor has tested enough 
transaction data under the circum- 
stances. 

The fact, however, that accounting 
and related data are heterogeneous in 
nature makes the construction of 
statistical indicators of probability of 
error Or misrepresentation within a 
given operating area difficult indeed. 
Notwithstanding, — statistical testing 
formula has been used by auditors 
with some degree of success in examin- 
ing accounting areas in which data are 
most nearly homogeneous, e.g., veri- 
fications of inventory lists, schedules 
of accounts receivable etc. It is taken 
that the auditor will, under whatever 
testing method followed, place himself 
in closest physical contact with policies, 
procedures, and records as they evolve 
in the normal course of operations. 


Summary 

Effective over-all audit or examina- 
tion of the operations of a business 
enterprise must be based upon continu- 
ally increasing knowledge of the man- 
ner in which that organization func- 
tions in all major respects. Examina- 
tion of operations by independent 
auditors can be abetted through em- 
phasis on an approach which views the 
examination as a continuing appraisal 
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and evaluation of the internal control 
machinery in action. 

Conscientious and efficient manage- 
ment will have taken the initiative in 
the installation and maintenance of a 
system of checks, balances, and review 
of operations sutficient in scope and 
quality to assure reasonable fulfillment 
of its responsibility for continuing 
control of the enterprise objectives. 

Early in his preliminary survey of 
an enterprise control system, the in- 
dependent auditor will form a tentative 
opinion on the adequacy of division of 
functional duties and responsibilities; 
appraise the propriety of methods for 
initiating and routing operating  in- 
structions, documents, and_ records; 
and, will weigh the degree to which 
supervision and review of operating 
activities has been installed and made 
effective at key control points. In 
coordination with the internal audit 
staff of the organization, the external 
auditor will extend his testing of “live” 
transactions to the extent deemed 
n.cessary to assure him that controls 
surrounding major phases of opera- 
tions are adequate for efficient utiliza- 
tion of properties and personnel, and 
for preparation and dissemination of 
reliable data related thereto. 

Extended testing by the independent 
auditor will be directed intensively 
only to those major areas of exception 
disclosed during the preliminary sur- 
vey and exploratory test stage of a con- 
tinuous system review. In this connec- 
tion, the internal auditing staff as well 
as other qualified operating personnel 
will be utilized to the fullest extent in 
the performance of detailed work asso- 
ciated with extended testing. Only by 
such utilization will the over-all cost 
of audit be minimized. 

Should the independent auditor 
establish during the course of his con- 
tinuous review that proximate ideal 
control exists, his examination of 
financial statements or representations 
related to specific time segments, spe- 
cific products or services might well 
be restricted more nearly to an office 
review. 
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New York Fiduciary Accounting 
for Oil and Gas Properties 


By BERNARD Barnett, C.P.A. 


An analysis of some problems encountered in properly accounting 
for principal and income of estates and trusts holding oil and. gas 
properties. 


URING the past few years an ever- 
D increasing number of individuals, 
particularly those in high income tax 
brackets, have made investments in oil 
and gas properties. Many investors 
have been motivated by the so-called 
favorable income tax treatment ac- 
corded these types of investments. 
These favorable provisions include the 
ability in some cases to retain tax free 
271% of the gross income of oil and 
gas properties through the use of per- 
centage depletion [/nternal Revenue 
Code, Sec. 114(b)(3)]; and the op- 
tion to deduct as expenses certain costs 
ordinarily classified as capital improve- 
ments, i.e., intangible well drilling and 
development costs [Regulations 118, 
Sec. 39.23(m)-16]. 
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When the investor owning such 
properties dies, the accountant en- 
gaged by the fiduciary is confronted 
with the problem of properly account- 
ing for the oil and gas holdings in- 
cluded in the decedent’s estate. If the 
fiduciary liquidates these properties 
promptly, the problems encountered 
may be few. Where, however, the 
executor or administrator is empow- 
ered to retain the fee interests, royalty 
interests, working interests, or other 
types of oil and gas holdings, or if 
similar properties are held by trusts, 
the problems involved multiply. 

Oil and gas holdings are classified 
as “wasting properties” for fiduciary 
accounting purposes since they are 
such “interests as terminate or neces- 
sarily depreciate in course of time 
either because of the nature of the in- 
terest or because of the, character of 
the subject matter of the interest.” 
| Sec. 239(a), Restatement of the Law 
of Trusts]. In addition to the normal 
accounting problems inherent in wast- 
ing properties are those raised by the 
ownership of such properties by es- 
tates and trusts. The accountant, under 
the guidance of the fiduciary’s legal 
counsel, is faced with the necessity of 
properly accounting for all transac- 
tions as between principal and income. 
Three especially perplexing groups of 
problems encountered are those relat- 
ing to the proper treatment of receipts 
from oil and gas properties, those con- 
cerning the establishment of reserves 
for depreciation and depletion, and 
those problems pertaining to well drill- 
ing and development costs incurred. 
In this paper these three particular 
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aspects of oil and gas investments will 
be discussed from the viewpoint of 
proper fiduciary accounting in New 
York State. 
Receipts 

Receipts from oil and gas interests, 
whether designated as rentals, royal- 
ties, bonuses, ete., present the imme- 
diate accounting problem of their 
proper disposition as principal, income, 
or a combination of both. This prob- 
lem is, of course, a basic one when 
wasting properties are held by estates 
and trusts. 
Before discussing the general New 


York State rules governing the ac- 
counting for receipts from wasting 
properties, let us briefly review the 


basic precepts of trust law relating to 
this problem. Under English common 
law the disposition of receipts from 
a wasting property was determined by 
whether or not the property was actu- 
ally in production at the date of death 
or creation of the trust. In Scott on 
Trusts, paragraph 239.3, this so-called 
“open mine doctrine” is summarized 
as follows: 

“In other words, in the case of succes- 
sive legal interests, there is no rule of 
apportionment applied; the receipts are 
wholly income as to mines already open, 
and wholly principal as to new mines.” 
United States courts in general, and 

those of New York State in particular, 
have ignored the “open mine doctrine.” 
They have, instead, directed that re- 
ceipts from wasting properties be ap- 
portioned between principal and income 
in the absence of a direction or inten- 
tion of the testator or settlor. This 
rule is set forth in Sec. 239(g) of the 
Restatement of the Law of Trusts as 
follows: 

“Tf the subject matter of the property 
devised or bequeathed in trust for succes- 
sive beneficiaries includes mines, oil and 
gas wells and quarries, the receipts there- 
from should be apportioned between in- 
come and principal, unless it is otherwise 
provided by the terms of the trust. The 
mere fact that the mines or wells or quar- 
ries were opened by the settlor prior to the 
creation of the trust does not necessarily 
indicate an intention that the receipts 
therefrom should be treated wholly as im- 
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come; nor on the other hand, does the 
fact that they were not so opened prior to 
the creation of the trust indicate an inten- 
tion that the receipts should be treated 
wholly as principal. In either case in the 
absence of a manifestation by the settlor 
of a different intention, the receipts are to 

be apportioned by the trustee in such a 

way as will preserye the value of the prin- 

cipal at the time of creation of the trust. 

Any method employed by the trustee rea- 

sonably adapted to accomplish this end is 

proper.” 

New York State has never adopted 
specific legislation covering this par- 
ticular subject. More than fifteen other 
states, however, including most of the 
important oil and gas producing states, 
have enacted the Uniform Principal 
and Income Act. Section 9 of this Act 
provides that: 


“Where any part of the principal con- 
sists of property in lands from which may 
be taken timber, minerals, oils, gas or 
other natural resources, and the trustee or 
tenant is authorized by law or by the 
terms of the transaction by which the 
principal was established to sell, lease or 
otherwise develop such natural resources, 
and no provision is made for the disposi- 
tion of the net proceeds thereof after pay- 
ment of expenses and carrying ges on 
such property, such proceeds, received 
as rent on a lease, shall be nea income, 
but if received as consideration, whether 
as royalties or otherwise, for the perma- 
nent severance of such natural resources 
from the lands, shall be deemed principal 
to be invested to produce income. Nothing 
in this section shall be construed to abro- 
gate or extend any right which may other- 
wise have accrued by law to a tenant to 
develop or work such natural resources 
for his own benefit.” 


Courts in New York State, when 
confronted with the problem of the 
disposition of receipts from wasting 
properties held by estates and trusts, 
have often referred to the general rule 
enunciated in Frankel vy. Farmers’ 
Loan & Trust Co., 152 App. Div. 58 
(1912), aff'd. 209 N. Y. 553 (1913), 
that the executors or trustees “should 
pay to the life tenant only so much 
of the income as represents a fair re- 
turn on the capital value, accumulating 
and retaining the residue for the bene- 
fit of the remaindermen “Only 
where it clearly appears from the will 
that the testator is not concerned as to 


July 














the 
ior to 
inten- 
reated 
in the 
settlor 
ire to 
uch a 
prin- 
trust. 

rea- 
nd is 


ypted 
par- 
other 
f the 
fates, 
cipal 
; Act 


con- 
| may 
is or 
ee or 
y the 
1 the 
se or 
urces, 
$posi- 
pay- 
es on 
eived 
come, 
ether 
*rma- 
urces 
icipal 
thing 
abro- 
'ther- 
nt to 
urces 


vhen 

the 
sting 
usts, 
rule 
Lers’ 
. 58 
13); 
ould 
iuch 
- re- 
ting 
ene 
nly 
will 


Ss to 


luly 











whether or not there is anything left 
for the remainderman, will the life 
beneficiary be entitled to receive the 
entire income of a wasting asset.” 
| Matter of Katherine Hall, 130 Misc. 
313 (1927); Matter of Elsner, 210 
App. Div. 575 (1924); Matter of 
Golding, 127 Mise. 821 (1924); 
Matter of Thomas Hall, 127 Misc. 238 
(1926); Matter of Hottinger, 115 
N.Y.S. 2d 79 (1952) ]. 

This general rule, however, is not a 
rigid one and “.. . . yields readily when 
in the light of existing circumstances 
the will indicates a different intention 
on the part of the testator.” | rankel 
v. Farmers’ Loan & Trust Co., supra; 
Matter of Thomas Hall, supra; Matter 
of Hopkins, 171 Misc. 910 (1939) ]. 
In the Hopkins case, which concerned 
an asset consisting of a fractional in- 
terest in certain royalties derived from 
the production of an oil and gas prop- 
erty, Surrogate Delehanty held that 
the decedent intended that the life 
beneficiaries should receive the full 
proceeds of the royalties, without any 
deduction for the remaindermen. Like- 
wise, in Matter of Flick, New York 
Law Journal, February 15, 1945, Sur- 
rogate loley held that the will clearly 
revealed the intent of the testator to 
give to the income beneficiary the full 
royalty payments received on oil, gas 
and coal leaseholds. 

The recent Matter of Beeler, 118 
N.Y.S. 2d 110 (1952), decided by 
Surrogate Griffiths of Westchester 
County, concerned a trust created by 
the testator which included among the 
assets oil royalty interests constituting 
about one-fifth of the inventory value 
of the trust principal and producing 
approximately three-fourths of the in- 
come. The will specifically mentioned 
“oil royalties and interests’ and 
authorized that such assets be retained 
by the executors and trustees. The 
trustees allocated to principal a part 
of the payments received from these 
interests. The court sustained the ob- 
jection of the income beneficiary and 
held that the circumstances of the 
case revealed the decedent’s intention 
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that the income beneficiary should re- 
ceive all the income from the oil 
royalty interests, and that no portion 
should be credited to principal. Other 
recent cases in which the courts have 
held that it was the intention of the 
testator that all receipts received from 
wasting properties be credited to in- 
come include Matter of Bruen, 83 
N.Y.S. 2d 197 (1948); Matter of 
Sampson, 193 Misc. 166 (1948) and. 
Matter of Dippel, New York Law 
Journal, July 14, 1948. 


In many of the foregoing cases, the 
courts, in discussing the factors which 
besides a specific direction in the will 
are held to show an intention that all 
receipts from wasting properties are 
to be paid to the income beneficiary, 
have cited Section 239 of the Restate- 
ment of the Law of Trusts. Subdivi- 
sion (e) of this section lists the fol- 
lowing six circumstances which tend 
to show such an intent: 

“(1) the specific mention in the instru- 
ment of the property, particularly where it 
is known to the settlor to be wasting 
property and especially where it comprises 
the whole of the trust property; (2) a 
direction or permission in the instrument 
to retain the property, although no spe- 
cific provision is made with respect to the 
receipts from the property; (3) the rela- 
tively small value of the wasting property 
in comparison with the whole trust prop- 
erty; (4) the relatively small amount of 
income from the wasting property in com- 
parison with the income from the whole 
trust property; (5) the purposes of the 
trust including the relationship between 
the settlor and the various beneficiaries ; 
(6) the fact that the settlor in dealing 
with the property prior to the creation of 
the trust has dealt with the receipts as 
income.” 


Depreciation and Depletion 


Closely allied with the problem of 
allocating receipts from oil and gas 
properties are those concerning the 
setting up out of income of reserves 
for depreciation and depletion by fidu- 
ciaries. Wills and trust instruments 
frequently fail to contain a direction 
as to whether the executors or trustees 
shall reserve a portion of the receipts 
from oil and gas properties to replace 
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Even where such a specific 
direction is made by the testator or 
settlor, the New York “unlawful ac- 
cumulation of income”’ statutes, (Per- 
sonal Property Law, Laws of 1909, 
Chap. 45, Sec. 16; Real Property Law, 
Laws of 1909, Chap. 52, Sec. 61) may 
render such a direction wholly or par- 
tially void. 


principal. 


Both generally accepted accounting 
principles and income tax law [Jnter- 
nal Revenue Code, Sec. 23 (1)] per- 
mit the creation of a depreciation re- 
serve out of the income from a building 
or other real property. The New York 
courts, however, have generally held 
that such a reserve, in the absence of 
a specific direction or other manifesta- 
tion of intention to the contrary by the 
testator or settlor, cannot be set up out 


of the income of estates and trusts. 
| Matter of Chapman, 32 Misc. 187 
(1900), aff'd 59 App. Div. 624 
(1901); Smith v. Keteltas, 62 App. 
Div. 174 (1901); Matter of Ball, 197 
Misc. 1047 (1950) ; Matter of Davies, 


197 Misc. $27 (1950), aff’d 277 App. 


Div. 1021 (1950)]. In the recent de- 
cision in Matter of Ottmann, 197 
Misc. 645 (1949), Surrogate Collins 


stated that 
“the prevailing view of this State is that 
a trustee is not permitted to charge depre- 
ciation of a building, a vessel or like 
income-producing property against the 
trust income in the absence of either an 
express direction in the trust instrument 
or other manifestation of the trustor’s in- 
tention that a reserve be maintained.” 
He further indicated in both this case 
and in Matter of Davies, supra, his 
disagreement with contrary decisions 
of the only recent dissentor to the pre- 
vailing view, Surrogate McGarey of 
wy County, as reported in Matter 
f Kaplan, 195 Misc. 132 (1949) and 
Matte r of Dahlmann, 95 N.Y.S. 2d 74 
(1949). Surrogate Collins in Matter 
of Davies, supra, held that the creation 
of a depreciation reserve would be 
“wholly improper.” Referring to the 
decision in Smith v. Keteltas, supra, 
he remarked that “the Appellate Divi- 


sion seems by this court to hold clearly 
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and explicitly that a trustee is not re- 
quired to maintain a reserve for de- 
preciation of real property.” It is 
interesting to note that Kings County 
Surrogate Rubenstein in Matter of 
Weisberg, New York Law Journal, 
March 7, 1952, reversed the rulings of 
his pr edecessor in Matter of Kaj pian, 
supra, and Matter of Dahlmann, supra. 
Surrogate Rubenstein, passing on the 
problem of depreciation in the absence 
of a direction in the will, stated that: 
“To the end that there be uniformity of 
trust administration, the court holds that 
the trustees are not required to set up a 
reserve for depreciation and is of the 
opinion that the general rule be relaxed 
only by the Legislature.” 


Where the will or trust instrument 
clearly directs the establishing of a 
reserve for depreciation out of income, 
the New York courts have generally 
abided by such direction. (Matter of 
Davies, supra; Matter of Hubbell, 276 
App. Div. 134). 


30th generally accepted accounting 
principles and the income tax law per- 
mit the establishment out of income 
“in case of mines, oil and gas wells, 
other natural deposits, and timber (of) 
a reasonable allowance for depletion.” 
[Internal Revenue Code Sec. 23(m)] 
In the absence of a specific direction 
in the will or trust instrument, how- 
ever, the New York Courts have tried 
to determine the intent of the testator 
or settlor, often using the criteria set 
forth in the Restatement of the Law 
of Trusts, Section 239(e), supra. Thus 
in Frankel v. Farmers’ Loan & Trust 
Co., supra, the testator provided that 
“the whole of the net income” of cer- 
tain leaseholds should be paid to his 
wife as income beneficiary and upon 
her death to his daughter, for her life. 
The Appellate Division determined 
that this clause 

“illustrates the general intention of the 

testator that his wife, and after her his 


daughter, shall reap the greatest possible 
advantage from the enjoyment of his es- 


tate, and that the interests of the re- 
maindermen shall be subordinated to 
theirs.” 
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The Appellate Division upheld the 
lower court and decreed that the life 
tenants should receive the income un- 
diminished by any provisions for a 
reserve fund. Likewise in the Matter 
of Thomas Hall, supra, the court held 
that it was the intention of the testator 
that no deductions be made from in- 
come for the purpose of amortizing 
the value of the leasehold. The court 
in Matter of Vickers, New York Law 
Journal, September 4, 1941, also deter- 
mined that it was the testator’s intent 
that the life tenants receive all of the 
income even though 

“certain parties assert that it is a wasting 
asset and that a portion of current income 
should be retained for purposes of amorti- 
zation . . . this condition, even if demon- 
strated to exist, does not warrant the 
withholding of the total current income 
from the life beneficiaries.” 

A related problem, which has not 
been ruled upon until very recently in 
New York, concerns the size of a 
depletion reserve where the testator or 
settlor specifically directs that a re- 
serve for depletion of the wasting 
property be set up out of income, or 
where in the absence of such direction, 
the courts can establish such an intent. 
The percentage depletion provisions of 
the Internal Revenue Code [Sec. 
114(b)(3)] and Regulations 118 | Sec. 
39.23(m)-4] permit the deduction 
from income for income tax purposes 
of 27'4% of the gross income from an 
oil or gas property (limited to 50% of 
the net income from the property ), 
without regard to the cost of the prop- 
erty. Thus, by continued use of the 
percentage depletion provision, the 
original cost of the oil or gas property 
can be “recovered” many times over. 
That this procedure cannot be carried 
over into fiduciary accounting in New 
York State without violating the sta- 
tutory rules against illegal accumula- 
tion of income was emphasized in the 
Vatter of Beeler, 203 Misc. 100 
(1952). In this case, the trustees had 
adopted the income tax practice of 
allocating 722% of the receipts from 
oil royalties to income and 2714% to 
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principal. This method of allocation 
was unquestioned on a prior account- 
ing or in the current accounting. If 
continued much longer, however, it 
would have resulted, within a relatively 
short period of time, in the recoup- 
ment of the full inventory value of the 
trust. The trustees sought instructions 
as to how future receipts.should be 
allocated after full recoupment. Ob- 
serving that no case in point had come 
to his attention, Surrogate Griffiths of 
Westchester County held that 
“although the validity of allocating re- 
ceipts from wasting assets between princi- 
pal and income is unquestioned, the con- 
tinuance thereof after the entire principal 
has been recouped would be in contraven- 
tion of the rule against accumulation of 
income. A testamentary direction provid- 
ing for such allocation beyond complete 
recoupment of principal would therefore 
be ineffectual.” 
He consequently ruled that after such 
full recoupment, “the entire income 
from the oil royalty interests is dis- 
tributable to the respective income 
beneficiaries.” 


Well Drilling and Development Costs 


It is probable that most executors 
faced with an estate possessing oil and 
gas working interests would, in the 
absence of a specific direction for 
their retention in the will, attempt to 
liquidate them promptly and invest the 
proceeds. Where, however, the testator 
or settlor of a trust expresses an un- 
mistakable intention that such inter- 
ests be retained, the fiduciary may be 
called upon to incur further costs in 
drilling wells on his own or as part of 
a group. The immediate accounting 
problem to be considered is whether 
such expenditures, from which both 
principal and income hope to benefit, 
should be charged to principal or in- 
come or both. 

No New York cases specifically 
concerning the drilling of oil or gas 
wells appear to have been reported. In 
their absence it might be well to re- 
view the general rules and decisions 
covering the fiduciary accounting treat- 
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ment of the cost of improvements on 
real property. Section 233 of the 


Restatement of the Law of Trusts 


distinguishes between permanent and 
temporary improvements to real prop- 
erty. Subdivision (k) contains the 
general rule that 
‘if the improvements are permanent in 
character, the principal is benefited. 
It is therefore fair that the cost for im- 
provements should be paid for out of prin- 
cipal without amortization.” 


~ 


Jn the other hand, subdivision (1) 
states that 

‘Sf the improvements are not perms inent in 

character but the probable life of the im- 

provements is limited in duration, although 

the cost of the improvements is payable 

out of principal, the trustee is under a 

duty to the beneficiary entitled in re- 

mainder to amortize the cost of such im- 

provements out of income, in accordance 

with such reasonable plan as he may 
adopt.” 

These rules appear be generally 
applied by the courts in New York 
State to improvements on real prop- 
erty. [Matter of Nesmith, 140 N.Y. 
609 (1894); Matter of Adler, 164 
Mise. 544 (1937); Matter of Davies, 
supral. Thus, in the Davies case, Sur- 
rogate Collins stated that 

“where the improvements are not perma- 

nent in character, but have rather a life of 

limited duration, the cost is paid initially 
out of principal and is amortized out of 

income over the probable life of the im- 

provement.” 

In Matter of del Drago, 179 Misc. 383 
(1942), Surrogate Foley noted with 
approval 

“the modern trend favorable to the method 

of amortizing the cost of (non-permanent) 

improvements ... set forth in the Restate- 

ment of the Law of Trusts.” 
He also quoted with favor the amplifi- 
cation of this rule contained in Scott 
on Trusts. Paragraph 233.3 of Pro- 
fessor Scott’s book, referring to non- 
permanent improvements, states that 
“in such a case, the investment will be 
treated as a wasting investment, and the 
trustee is under a duty to the beneficiary 
who is entitled to the principal to make 
provision for amortization. He must de- 
duct from the income each year enough to 
amortize the cost of the improvement. 
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. . This method of adjusting the cost 
between life beneficiary and remainder- 
man is obviously the fairest method.” 
Under the line of reasoning fol- 

lowed by the New York courts with 
respect to non-permanent improve- 
ments on real property, particularly in 
view of the unlawful accumulation 
of income statutes, it would appear 
that oil and gas well drilling and de- 
velopment costs should be _ initially 
charged to principal. These expendi- 
tures should then be amortized out of 
income on some fair and reasonable 
basis. 

The ability to “expense” certain in- 
tangible well drilling and development 
costs for federal income tax purposes 
| Regulations 118, Sec. 39.23(m)-16] 
has, of course, no bearing or influence 
on the treatment of such costs for 
fiduciary accounting purposes. Tor 
income tax purposes expenditures for 
wages, fuel, repairs, hauling, supplies, 
etc., incident to and necessary for the 
drilling of or preparation of wells for 
production are classified as intangible 
drilling and development costs. Tan- 
gible costs include expenditures for 
drilling tools, casing, tubing, tanks, 
machines and similar items having a 
salvage value. For fiduciary account- 
ing purposes, however, all well drill- 
ing and development expenditures, 
whether so-called tangible or intangible 
costs, would appear to be properly 
chargeable to principal initially under 
the rules stated above. The amount 
thus charged to principal might then 
be amortized out of income on the 
basis of an average rate of return, 
estimated useful life, or other reason- 
able method determined by the fidu- 
ciary. Accordingly, tangible well drill- 
ing and development costs might be 
amortized over the estimated useful 
life of the assets, intangible costs at a 
faster rate. Such amortization out of 
income could not, of course, exceed the 
inventory value of the principal asset, 
see discussion of Matter of Beeler, 
supra. 

The drilling of a dry hole would 
apparently result in a reduction of 
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principal. The abandonment of un- 
productive properties and leases would 
also appear to result in principal reduc- 
tions. The illegal accumulation of in- 
come statutes would seem to bar re- 
coupment from income in both of these 
eventualities. Apparently neither the 
drilling costs of a dry hole nor the 
abandonment of an unproductive prop- 
erty can be amortized in New York 
out of the income from any other oil 
or gas investment. An analogous prob- 
lem was the point at issue in Matter 
of Barrett, New York Law Journal, 
October 20, 1934. In his decision in the 
Barrett case, Surrogate Foley stated 
that : 


“It was never contemplated . . . that 
the annual charge for (leasehold) amorti- 
zation . . . Should be paid out of any 
other fund than the net income of the 
leasehold. If no such net income was 
earned the payment of the amortization 
charge out of the income derived from 
other assets would be improper.” 


Income Tax Treatment 

I'rom the income tax viewpoint, the 
estate or trust will be considered as a 
taxable entity generally entitled to the 
same income tax benefits as an in- 
dividual (Internal Revenue Code, Sec. 
162), regardless of the internal fidu- 
ciary accounting treatment. [T‘or ex- 
ample, the fiduciary of an estate or an 
accumulation trust can take advantage 
of the optional election to deduct in- 
tangible well drilling and development 
costs against gross income, although 
for estate and trust accounting pur- 
poses such costs may have to be 
charged to principal. Similarly, deple- 
tion deductions (including percentage 
depletion) can be taken against gross 
income on the fiduciary income tax 
return even though such treatment may 
not be allowed for internal fiduciary 
accounting purposes as a violation of 
the illegal accumulation of income 
statutes. Of course, any resulting tax 
benefits would have to be apportioned 
by the fiduciary between principal and 
income on an equitable basis. 

It should be noted, however, that 
although a non-accumulation trust may 
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also elect to “expense” intangible well 
drilling and development costs for in- 
come tax purposes, such election would 
not benefit the income beneficiary. 
This situation arises because the pro- 
priety of charges against taxable in- 
come distributable to the income bene- 
ficiary is limited to that chargeable to 
income under local trust law. Thus, 
although the trust is technically allowed 
to deduct intangible drilling costs when 
incurred, these costs which are charge- 
able initially against principal for New 
York fiduciary accounting purposes 
cannot be deducted on the fiduciary’s 
tax return from income distributable 
to the income beneficiary. Neither can 
these costs be deducted by the income 
beneficiary on his own tax return. 
Although the foregoing income tax 
treatment also controls the depletion 
deduction allowed to a non-accumula- 
tion trust, the income beneficiary is 
specifically entitled to deduct such de- 
pletion against income distributable to 
him by Sec. 23(m) of the Internal 
Revenue Code. 


Conclusion 

In this paper an attempt has been 
made to review some of the New York 
fiduciary accounting aspects of invest- 
ments in oil and gas properties. This 
particular field is one which has been 
ignored to a great extent in current 
accounting literature. Many of the 
problems encountered are legal and the 
accountant must look for guidance to 
the fiduciary’s legal counsel. 


A review of the doctrines which are 
currently being given weight by the 
courts in New York State may permit 
a few generalizations with respect to 
the three groups of problems dis- 
cussed: the proper treatment of re- 
ceipts from oil and gas properties, the 
establishment of reserves for deprecia- 
tion and depletion and the handling of 
well drilling and development costs. 


Where the will or trust instrument 
contains the express direction of the 
testator or settlor covering the disposi- 
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tion of receipts from oil and gas prop- 
erties as between principal and income, 
the courts have generally complied 
with it. In the absence of such direc- 
tion, the courts have attempted to 
ascertain the intention of the testator 
or settlor and have been governed by 
such intent. Where no direction or 
evidence of intent can be found, the 
courts have generally directed that the 
receipts be apportioned between prin- 
cipal and income, giving income a fair 
return on the capital value. 

Where the will or trust instrument 
contains a specific direction covering 
the establishment out of income of 
reserves for depreciation and deple- 
tion, the courts have usually abided by 
such direction. Even where such a 
direction is made, however, the New 
York unlawful accumulation of income 
statutes may render the direction 
wholly or partially void. In the absence 
of an express direction, the courts of 
all New York jurisdictions are now 
agreed that a reserve for depreciation 
of real property cannot be set up out 
of income. The courts, nevertheless, 
will apparently permit the establish- 
ment of a reserve for depletion out of 
income where, although there is no 
specific direction in the instrument, 
such an intent of the testator or settlor 
can be determined. The amount of 
any depletion reserve cannot, however, 
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exceed the principal value of the oil 
and gas property. 

Although there have been no re- 
ported cases concerning the treatment 
of oil and gas well drilling and de- 
velopment costs, such expenditures 
incurred by fiduciaries would appear 
to be properly chargeable to principal 
initially and then amortizable out of 
income on a reasonable basis. The 
drilling of a dry hole and the abandon- 
ment of unproductive properties would 
apparently have to be borne by prin- 
cipal. Such costs evidently cannot be 
charged against the income of any 
other property. 

The above generalizations have been 
based primarily upon the reported 
decisions of courts of jurisdiction in 
New York State. Some of the rules 
are sharply defined, others pertain to 
problems which are only just reaching 
the courts. From the scarcity of litera- 
ture on this particular subject, it may 
be inferred that only a relatively few 
accountants have been confronted as 
yet with the problems arising from 
fiduciaries’ holdings of oil and gas 
properties. There is no doubt, how- 
ever, that as the popularity of oil and 
gas investments grows, more and more 
accountants will be faced with the 
problems involved in properly account- 
ing for such properties held by estates 
and trusts. 
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Recent Sales and Business Tax 
Decisions of Significance 


By Harry Katz 


This paper discusses two groups of cases of current importance: 

(1) those involving the New York City Sales Tax and the problem 

thereunder of differentiating transactions taxable as retail sales 

from those immune from tax because they were made for resale; 

and (2) those arising under the New York City General Business 

(gross receipts) Tax and involving the problem of the taxability 
of enterprises engaging in interstate commerce. 


HE twenty years which have elapsed 

since the New York City sales and 
business taxes were first imposed have 
witnessed a number of cycles in the ju- 
dicial exposition of these taxes. There 
were, to begin, the first controversies 
centering about the basic validity of 
the taxes. Following these came a 
series of cases that required decisions 
upon the meaning and effect of spe- 
cific parts of the new tax ordinances. 
Afterward, there were the historic 
cases involving the impact of the sales 
tax on interstate shipments and these 
were in turn succeeded by a number of 
tests of the administrative procedures 
prescribed in the tax laws. 
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1 Adm. Code, §N41-2.0, subd. a. 
21Id., §N41-1.0, par. 7. 
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In the ebb and flow of these currents 
of decision we appear to be entering 
upon another important phase. In this 
stage two groups of cases stand out. 
One group deals with the sales tax and 
its theme is the traditional one that 
goes to the root of that tax—the inter- 
pretation and effect of the term “retail 
sale.” The other group deals with the 
general business (gross receipts) tax 
and involves the far-reaching problem 
of the taxability of business concerns 
which cross state lines to transact 
their business affairs. 


I. The Sales Tax and Sales 
“At Retail” 


The New York City sales tax is im- 
posed on every sale of tangible per- 
sonal property “at retail.”? The term 
“sale at retail” is expressly defined in 
the law to mean a sale made “for any 
purpose other than for resale.”* Under 
this provision the City has ruled that 
a Sale is tax-free only if one purchases 
property with the sole intention of re- 
selling it; where property is acquired 
for use in the first instance by the 
purchaser, the transaction is taxable 
though the purchaser may expect ulti- 
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mately to resell the property.* Over 
the years the problem of whether or 
not particular transactions are taxable 
as retail sales or are immune from tax 
because made for resale has been a 
recurrent one. The recent decisions 
continue to add to our store of experi- 
ence in this area. 


(a) When Is a Sale Made 
“At Retail’? 


The Jacobs case* clarifies by judicial 
pronouncement the concept that had 
been administratively applied for many 
years, namely, that a sale is subject to 
the tax unless its sole purpose is re- 
sale.° In that case the taxpayer con- 
tended that purchases of thoroughbred 
race horses were made for resale be- 
cause the animals were intended to be 
entered in claiming races. Claiming 
races are events in which any horse 
entered may be claimed (1.¢., pur- 
chased) for a_ stipulated price by 
another owner registered with the rac- 
ing authorities. A purse won in. a 
claiming race belongs to the entering 
owner even though the horse is 
claimed. The City argued that since 
the horses were run under the colors 
of the entering owner, they were 
bought for use and not for resale, 
notwithstanding that they might be 
claimed. 

The court upheld the City’s conten- 
tion, declaring that “‘there is more to a 
claiming race than just a resale of 
horses,” for the entering owner desires 
to win the race and the purse that goes 
with victory. Since the statutory lan- 
guage “makes the legislative purpose 
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reasonably clear to exempt only prop- 
erty then solely used for resale,” said 
the court, the owner is subject to the 
tax. By its holding the court excludes 
the possibility of tax exemption on the 
ground of resale in any situation other 
than the one where the purchaser has 
the single, unmixed purpose to resell 
the property bought by him. 


(b) Containers 

The Colgate-Palmolive-Peet case, 
bearing on the same general problem, 
continues the long-stending dispute 
concerning the taxability of shipping 
containers. The history of this prob- 
lem discloses that in the early days of 
sales tax the City had ruled that a sale 
at retail of shipping containers takes 
place when the supplier of such con- 
tainers furnishes them to a person who 
packs products in them which are to 
be sold to others.? The sales tax was 
required to be charged and collected 
upon the transfer of the containers at 
this stage upon the ground that they 
were being sold for use by the packer 
and not for resale. Thus the City held 
that the sale of burlap bags to a sugar 
refiner, or of wooden barrels and steel 
drums to a syrup manufacturer, or of 
wooden crates to a paint manufacturer, 
constituted sales. at retail upon the re- 
ceipts from which the tax was re- 
quired to be collected. In due course 
the validity of this position was tested 
in the courts which proceeded to hold 
that the transactions described were 
not sales at retail but that they repre- 
sented, rather, sales for the purpose of 
resale.® 


3 See Sales Tax Regulations, Art. 11, P-H N.Y. Tax Service, par. 77,422. 

4 Matter of Jacobs v. Joseph, 282 App. Div. 622 (1953). 

5 Although the Jacobs case arose under the City compensating use tax law because the 
property there involved was purchased outside New York City, the holding of the case is 
equally applicable to the sales tax in view of the similarity in this connection of the two 


taxes. 


6 Matter of Colgate-Palmolive-Peet Co. v. Joseph, 283 App. Div. 55 (1953). 
7 See Sales Tax Regs., Art. 69(2), P-H N.Y. Tax Service, par. 77,538. 


8 Matter of American Molasses Co. v. McGoldrick, 281 N.Y. 269 (1939) ; Sterling Bag 
Co. v. City of New York, 281 N.Y. 269 (1939); Matter of Wood Packing Box Co. V. 


McGoldrick, 286 N.Y. 665 (1941). 
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In view of these decisions, the City 
was necessarily required to reconsider 
its position. The court did not under- 
take to say at which level of distribu- 
tion a retail sale could be considered 
as taking place, but since the tax law 
did not expressly exempt shipping 
containers from tax, it was clear that 
at some stage their sale was taxable as 
being made at retail. The City there- 
upon ruled that a sale at retail of 
shipping containers takes place when 
the containers are passed to a person 
who opens the containers and sepa- 
rates the contents from the containers. 
Such person is regarded as being the 
retail purchaser of the containers not- 
withstanding that he may resell their 
contents. 

In the Colgate-Palmolive-Peet case 
this position, too, was challenged, it 
being claimed that the containers were 
resold by the persons who opened the 
containers. The facts in the case were 
these: A company which manufac- 
tured soap and toilet articles packed its 
products in paperboard shipping car- 
tons and in this way shipped them to 
its customers, including retail drug- 
gists and grocers. The latter removed 
the soap and toilet articles from the 
cartons for purposes of display. and 
sale to the public. The manufacturer 
of the soap and toilet articles was as- 
sessed as the retail vendor of the 
cartons. It opposed the assessment on 
the ground that the druggists and 
grocers bought the cartons for resale 
to dealers in cartons or to the cus- 
tomers of the druggists and grocers 
who purchased goods which were de- 
livered in the old broken cartons. 


The Appellate Division declined to 
accept the view of either the City or 
the company. The court held instead 
that the company was the purchaser 
at retail of the cartons. At first blush, 
this holding would seem to be in 
direct conflict with the earlier deci- 
sions by the Court of Appeals in the 


American Molasses, Sterling Bag and 
Wood Packing Box cases. The Ap- 
pellate Division, however, reconciled 
its holding with those cases by distin- 
guishing between the paperboard car- 
tons involved in the case before it and 
the barrels, bags, crates, etc., which 
were under consideration in the prior 
holdings. 

The latter, said the court, were dur- 
able containers for which there was a 
regular second-hand market, or for 
which a price differential was charged 
to the purchaser of their contents on 
the basis of the size and kind of con- 
tainer ordered by the customer. Thus, 
it was said, those containers were pur- 
chased by the packers for resale. 
Paperboard cartons, on the other hand, 
are usually broken upon ‘being opened, 
the court reasoned, and any subse- 
quent resale or reuse of the cartons 
is incidental to disposal as_ waste. 
lurther, there is no visible price dif- 
ferential for such cartons and _ their 
cost, the court said, is no more identi- 
fiable in the price than any other over- 
head cost. The cartons, it ruled, thus 
“are consumed by the company in the 
shipment of its products to its retailer 
customers.” 

So that this area of controversy may 
be clarified, the City has taken an 
appeal from this decision to the Court 
of Appeals. This appeal should enable 
the Court of Appeals to settle authori- 
tatively this troubling question in the 
light of its earlier rulings. 


(c) Vendor’s Reliance on 
Resale Certificates 


Another decision recently handed 
down by the Appellate Division, which 
is also subject to further appeal, de- 
serves mention. The American Cy- 
anamid case® concerns itself with the 
problem of the measure of protection 
that a resale certificate submitted by a 
buyer to his vendor affords the vendor 


Matter of American Cyanamid & Chemical Corp. v. Joseph, 283 App. Div. 99 (1953). 
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when the goods are not in fact pur- 
chased for the purpose of resale. As 
the court phrased the issue: May a 
vendor rely implicitly and conclusively 
upon a resale certificate received from 
his customer and thus absolve himself 
absolutely from responsibility for col- 
lecting the sales tax, or may the taxing 
authorities go behind the certificate and 
upon finding that the vendor had 
knowledge that the property was not 
to be resold, hold the vendor respon- 
sible for the tax? 

In its decision the court did not 
attempt to lay down a universally ap- 
plicable formula. It did, however, set 
forth general standards which can be 
used as a guide. It declared that a 
vendor is not obliged, as a matter of 
course, to inquire in each instance into 
the actual use its customer may make 
of the property sold. The degree of 
scrutiny by the vendor must depend 
upon circumstances. Where the prod- 
uct is one which is normally sold at 
retail, a wholesaler would not be ex- 
pected to question purchases made by 
retailers who are in the business of 
retailing that product. On the other 
hand, where the product sold is not 
one which is normally resold, or where 
the customer is not a retailer, the 
vendor may be expected to make a 
fair check concerning the contemplated 
use of the property. Where this is 
done and assurances of resale are then 
reasonably given by the customer, the 
vendor may accept the resale certifi- 
cate. But “a bland assurance [by the 
customer that the goods are to be 
resold] cannot be taken against an 
obvious reality to the contrary.” 

It appears from this decision, there- 
fore, that a vendor does not acquire 
automatic immunity by accepting a 
resale certificate from his customer. 
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Where circumstances reasonably re- 
quire it, the vendor should make in- 
quiry into his customer’s contemplated 
use of the property in order to deter- 
mine whether or not the offer of a 
resale certificate by the customer is 
properly made. 


II. The General Business Tax 
and Interstate Commerce 

The recent period produced a num- 
ber of cases substantially affecting 
businesses whose activities take them 
across state lines. Four decisions in 
this field were handed down by the 
Appellate Division. While all of 
these cases are subject to further ap- 
peal, it nevertheless serves a useful 
purpose to examine them in order that 
we may have a clearer understanding 
of the scope of this broad, and some- 
times misunderstood, question. 


(a) Background of the Problem 


The genesis of the problem is in the 
Commerce Clause of the Federal Con- 
stitution? In terms, this provision 
simply grants the power to Congress 
to “regulate commerce *\* * among the 
several states.” Clearly the provision 
does not on its face place a limitation 
upon the inherent taxing power of the 
states. In this respect the Commerce 
Clause is distinguishable from the 
Import-Export Clause of the Federal 
Constitution,” which expressly bars 
the imposition of a state tax on im- 
ports or exports. 

Notwithstanding the absence from 
the Commerce Clause of an explicit 
limitation upon the states, however, the 
United States Supreme Court has con- 
strued the provision necessarily to 
carry with it some limitation in this 
area. And, Congress not having leg- 
islated with respect to state taxation of 


10 Matter of United Air Lines, Inc. v. Joseph, 282 App. Div. 48 (1953); Matter of 
United Piece Dye Works v. Joseph, 282 App. Div. 60 (1953) ; National Steel Corp. v. City 
of New York, — App. Div. — (Apr. 27, 1954), aff’g 121 N.Y.S. 2d 61 (1953); Matter of 
Gulf Oil Corp. v. Joseph, 283 App. Div. 309 (1954). 


11U.S. Const., art. 1, §8, cl. 3. 
12'1J:S.. Const., art. 1, $10, cl. 2. 
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interstate commerce, the extent of the 
limitation has been determined by the 
Supreme Court itself from case to 
case. 

In handling this question the Court 
has recognized that interstate com- 
merce is not totally immune from state 
taxes and that it “must pay its way.””* 
Thus the Court has upheld state taxes 
which do not discriminate against or 
unduly burden interstate commerce 
either directly or by exposing it to the 
possibility of multiple taxation by 
other states upon the same activity." 
On the other hand, where a tax is 
thought to be imposed upon an integral 
and essential part of interstate com- 
merce, it has held invalid under the 
Commerce Clause.!° In this way the 
Supreme Court has endeavored to 
reconcile competing demands—that the 
states’ power to lay taxes for the sup- 
port of their governments shall not be 
needlessly curtailed, and that freedom 
of trade among the states shall not be 
unduly burdened. The attempt to ac- 
commodate these demands has ad- 
mittedly led to a difficult situation. 
Not long ago the Court took the 
occasion to observe that although the 
history of this problem is spread over 
hundreds of volumes of its official re- 
norts, “to attempt to harmonize all that 
has been said in the past would neither 
clarify what has gone before nor guide 
the future.’’'6 


(b) The Current Cases 

The four decisions which continue 
locally the development of this problem 
involve the application of the New 
York City general business tax to 
different types of interstate business 
activity—sales of property, services, 
and transportation. In one of the 
cases the tax was upheld; in the other 
three its application was held invalid. 


Recent Sales and Business Tax Decisions of Significance 


The fundamental principle applied 
by the Appellate Division in the cases 
which invalidated the tax is that a 
local tax cannot be imposed for the 
privilege of conducting an exclusively 
interstate business, even when the tax 
is apportioned by formula to reflect 
the business done in the taxing juris- 
diction.’* In the case which upheld the 
tax, the taxpayer was engaged both in 
intrastate and interstate commerce and 
so this principle was not operative. 

The United Air Lines case involved 
an interstate airline which maintained 
in New York City a terminal, includ- 
ing traffic offices, hangar, stockroom 
and repair shop. It employed about 
300 persons in the City. The tax was 
levied upon the airline’s apportioned 
receipts from the interstate transpor- 
tation of passengers touching New 
York City. The court held that since 
all of the traffic was interstate, the 
airline could not be taxed locally for 
the privilege of doing that business, 
the New York City activities being 
held to be “all a direct part of the 
interstate operation.” 

In the United Piece Dye Works case, 
the tax was assessed against the appor- 
tioned receipts of a company engaged 
in the service of dyeing and finishing 
materials for the owners of the goods. 
After the processing, the goods were 
shipped from the taxpayer’s out-of- 
New York plants, where the processing 
was performed, to points in New York 
City and elsewhere. New York City 
customers provided 95% of the tax- 
payer’s total business. Within the City 
it maintained an office building from 
which it serviced its customers by ad- 
vice, sales promotion, advertising, and 
handling of claims. In this instance, 
also, the Appellate Division held the 
tax repugnant to the Commerce Clause 
because imposed for the privilege of 


13 See Michigan-Wisconsin Pipe Line Co. v. Calvert, 347 U.S. 157 (1954). 
14 See McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 33 (1940). 
15 Joseph v. Carter & Weekes Co., 330 U.S. 422 (1947). 


16 Freeman v. Hewit, 329 U.S. 249 (1946). 


17 See Spector Motor Service, Inc. v. O’Connor, 340 U.S. 602 (1951). 
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doing a wholly interstate business. The 
taxpayer’s services rendered in New 
York City were considered by the 
court to be “incidental to Dye Works’ 
interstate operations.” 

In the National Steel case, there was 
involved the taxability of a company 
engaged in the manufacture of. steel 
products which maintained a_ sales 
office in New York City. It shipped 
its products from out-of-City plants 
to customers in New York City. The 
Appellate Division, on the authority 
of its decision in United Piece Dye 
Works, regarded the application of the 
tax in these circumstances as violative 
of the Commerce Clause. 

In contrast to those three cases 1s 
the Gulf Oil case, where the tax was 
upheld as applied to an oil company’s 
apportioned gross receipts from the 
sale of oil and petroleum products 
shipped from New York City to cus- 


Railway Express Agency v. 
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tomers in New Jersey and Connecticut. 
The taxpayer also did a considerable 
local business with New York City 
customers. It maintained in the City 
substantial office, refinery and storage 
facilities. Since the taxpayer carried 
on both intrastate and interstate busi- 
ness, the court did not feel that con- 
stitutional considerations precluded the 
imposition of the tax. 


(c) Summary 

Analysis of the present state of the 
law indicates, therefore, that the court 
will bar the imposition of a state or 
local privilege tax for the conduct of 
an exclusively interstate business." 
Where, however, the activities carried 
on in the taxing jurisdiction can be 
separated from or are not an integral 
part of the interstate business, or 
where the interstate enterprise also 
engages in local business, state and 
local taxation is permissible. 


18 The latest application of this principle by the United States Supreme Court is in 
Virginia, — U.S. — (April 5, 


1954), where the Court's 


opinion deals mainly with the question of whether the tax there involved was a privilege tax 


or a property tax. 
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Special Industry Problems Under 
the Sales Tax Law 


By SIDNEY GWIRTZMAN, C.P.A. 


Special New York City sales tax problems of the construction, 
packaged goods, factoring, advertising, publishing, duplicating serv- 
ice, and information service industries are discussed in this article. 


HE New York City sales tax law 
has been with us for close to twenty 
years now. From its early emergency 
status it has grown in stature until 
it now constitutes one of the bulwarks 
of revenue-raising in our city. It has 
long since passed from a temporary 
measure to a more or less permanent 
status in our tax structure and the 
public-at-large, including ourselves, 
have come to recognize it as a familiar 
pattern on the metropolitan scene. 
This apparently acquiescent, day-to- 
day acceptance of the sales tax was 
somewhat rudely shaken by the recent 
forebodings of a major and drastic 
extension of the law into the realm 
of commercial and industrial services. 
The instantaneous and vigorous clamor 
of protest raised by business and in- 
dustry to such a proposal is a matter 
of familiar record in the public press 
and serves as a positive reminder of 
the importance of this particular tax 
law. 
Throughout the past twenty years 
or so, the administration of this tax 
law has steadily progressed from its 
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early, emergency basis to the well- 
integrated Bureau of Excise Taxes as 
we know it today. However, despite 
a multiplicity of regulations, rulings, 
opinions, court decisions ard some 
amendments to the law, there remain a 
good many areas in which the proper 
application of the law may be in doubt. 
It is in respect to some of these prob- 
lem areas that this talk is directed. 


Alteration, Repair and Improvement 
of Real or Personal Property 


Let us first consider the construction 
industry, including the alteration and 
improvement of realty by contractors 
and sub-contractors doing building, 
electrical, plumbing, heating, painting, 
decorating, roofing and similar work. 
Here, sales tax consequences of the re- 
ceipts from sales of tangible personalty 
used or consumed in such operations 
depend upon the contract terms. The 
Regulations (Art. 97) recognize four 
basic methods of arriving at the total 
contract price. The first three may be 
grouped together as follows: (1) 
lump-sum contracts, (2) cost-plus- 
fixed-fee contracts, (3) upset or guar- 
anteed price contracts; and group (4) 
embraces contracts under which the 
contractor agrees to sell the materials 
and supplies at an agreed price and to 
render the service either for an addi- 
tional agreed price, or on the basis of 
time consumed. 

As to the first three classes, the con- 
tractor is deemed to be the ultimate 
consumer and must pay a sales tax 
on all purchases to his vendors. In 
the fourth group, the contractor is re- 
quired to collect a tax, on the materials 
alone, from his vendees and must fur- 
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nish a resale certificate to his source 
of supply. 

In general practice, contractors do 
not restrict themselves to one type of 
contract alone, and so it becomes nec- 
essary to earmark purchases for the 
particular classes of contracts. Where 
the predominant method pursued is 
the fourth category, the contractor will 
give a resale certificate to his vendors. 
However, to the extent that he there- 
after consumes some of the material 
and supplies’ so purchased, in_per- 
formance of contracts of the first three 
types, he is required by Regulations to 
include together with his retail tax- 
able sales receipts (under the fourth 
class of contract), the fair selling price 
of the materials and supplies so con- 
sumed. It is not very clear as to why 
“fair selling price” should be used, 
since there is no real sale “to himself” 
upon appropriation of such materials 
to the first group type of contracts— 
hence no basis for computing a sales 
tax. There might be a compensating 
use tax applied on the theory that the 
purchase was made for ultimate con- 
sumption but even then, the base for 
the use tax is not “fair selling price” 
but rather the “purchase price.” Fur- 
thermore, if it be conceded that no 
sales tax should attach at the point of 
purchase, since the acquisition was for 
resale and hence exempt, it is difficult, 
putting aside equitable considerations 
for the moment, to reconcile the appli- 
cation of the use tax since it appears 
that, under the law, such a tax should 
properly be levied at the point of pur- 
chase. 

Where the predominant method fol- 
lowed is not number 4, there is still 
the possibility that materials and sup- 
plies purchased, with sales tax added 
by vendors, may nevertheless be later 
appropriated to retail sales or to class 
4 contracts. In such case, the con- 
tractor must collect a sales tax from 
his vendee and report such sales among 
his taxable receipts, taking credit 
against such tax for the tax paid 
thereon by him to his own vendors. 

In cases where the contractor fabri- 
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cates any part or all of the articles 
used in the construction work he must 
pay a tax on materials used. 

The rules governing the treatment 
of receipts from sales of tangible per- 
sonal property used or consumed in 
improving, altering and repairing tan- 
gible personal property belonging to 
others, runs fairly parallel to those 
outlined above pertaining to alteration 
and improvement of realty. 


Similar Contracts with the 
United States Government 


An interesting question of exeniption 
or immunity from tax arises where the 
contract is with the United States gov- 
ernment. In purchasing materials and 
supplies for the fulfillment of such 
contract for improvement or repair of 
real or personal property the sales tax 
can be a very substantial factor. 

The law allows an exemption as to 
transactions by or with the govern- 
ment, among other governmental bod- 
ies, where it is the purchaser, user 
or consumer. It has been held by the 
United States Supreme Court that 
where a contractor made purchases of 
materials for its own account, in its 
own name and on its own credit, and 
the United States government was ob- 
ligated to reimburse the contractor 
after the materials were purchased, de- 
livered, inspected and accepted, the 
contractor was not entitled to immun- 
ity from Alabama sales tax as the 
agent of the government (State of 
Alabama v. King & Boozer, 62 S. Ct. 
43 (1941)). 

In another more recent case (Kern- 
Limerick, Inc. v. Scurlock, U. S. Sup. 
Ct., Feb. 8, 1954), the Supreme Court 
sanctioned a form of agreement under 
the terms of which the contractor, as 
the purchasing agent of the United 
States government, escaped the Arkan- 
sas sales tax on purchases made in ful- 
fillment of a Navy contract.. The sig- 
nificant features of the contract were 
as follows: 

1: The contractor was named as the 

government’s purchasing agent. 
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2. Payment to the vendor of the 
contractor was required to be 
made directly by the government. 

3. There was specific passage of 
title from the vendor to the gov- 
ernment. 

4. It was provided that should any 
sales tax be assessed, it should 
be paid but a refund should be 
claimed for payment over to the 
United States. 

The foregoing features appear to 
constitute a blueprint for government 
contractors seeking immunity from 
local sales taxes. However, in pass- 
ing, | might add that it may not serve 
as an exemption from gross receipts 
taxes unless the Supreme Court should 
trim down its long-standing decision 
in James v. Dravo Contracting Co. 
(302 U. S. 134 (1937)). 


Cardboard Cartons and Containers 

Another trouble spot under the sales 
tax law involves the purchase of card- 
board cartons and containers by manu- 
facturers and distributors of soaps, 
toilet articles and other packaged prod- 
ucts for shipment of such items to 
retailers. Ina recent decision (Colgate- 
Palmolive-Pect Co. v. Joseph, 283 App. 
Div. 55 (1953), the Court held that 
the manufacturer or distributor pack- 
ing such products in cartons or con- 
tainers is liable, as the consumer 
thereof, to its vendor for payment of 
sales tax. The City had contended 
that the cartons were for the retailers’ 
consumption, so the soap company as 
vendor should have collected the tax. 
The latter contended that they sold the 
cartons for resale by the retailers and 
the sales tax therefore did not apply 
to such shipments. 

The Court distinguished earlier 
cases, involving the shipment of mo- 
lasses in steel drums and wooden bar- 
rels (American Molasses Co. v. Me- 
Goldrick, 256 App. Div. 649, aff’d. 281 
N. Y. 269) and shipment of sugar in 
large bags (Sterling Bag Co. v. City of 
N. Y., 256 App. Div. 645, aff'd. 281 
N. Y. 269) in which shipping contain- 
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ers had been held to have been sold 
for resale. In both of these cases spe- 
cific charges had been made for the 
container, depending on its size and 
type, and there were ready markets for 
resale of such containers. 

Also, the Court pointed out that in 
the case of wooden crates used as 
shipping containers (Wood Packing 
Box Co. v. McGoldrick, 262 App. Div. 
720, aff’d 286 N. Y. 665) even though 
there was no price differential covering 
such containers, they had been held 
to be for resale since they were physi- 
cally substantial and valuable and there 
was a wide regular market for their 
resale and reuse. It was considered in- 
consequential, in the Colgate-Palm- 
olive-Peet Co. case, that there was to 
some extent reuse of cartons by re- 
tailers. 

The effect of this decision would re- 
quire suppliers of containers to manu- 
facturers and distributors to collect the 
sales tax. The latter should include as 
an item of cost the price of such con- 
tainers in arriving at the selling prices 
of their products to retailers who can 
now resist the tacking on of sales tax, 
unless the retailer specifically desig- 
nates a particular, substantial kind of 
container having durable characteristics 
and which can possibly be reused. In 
the latter case, the manufacturer would 
furnish a resale certificate to its sup- 
plier and insist on the collection of tax 
from its retailers. 

Add to the above circumstances the 
fact that the City of New York is 
appealing to the Court of Appeals from 
the decision in the Colgate-Palmolive- 
Peet Co. case and you can see where 
there will be much uncertainty in many 
places and a continuing problem until 
this matter is finally judicially settled. 


Factored Sales Which Are Subject 
to Sales Tax 
A recent ruling (Bulletin 1953-7) 
by the Bureau of Excise Taxes has 
given pause for consideration tu fac- 
tors financing sales made by a vendor 
in New York City. Following the 
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usual custom, the vendor forwards his 
invoices (showing price and sales tax 
stated separately ) to the factor, getting 
a substantial cash advance from the 
latter. Subsequently, when the account 
has been fully collected by the factor 
he deducts his commission and remits 
the remainder to the vendor. What 
happens with the sales tax? 
According to the ruling, the vendor 
has the primary obligation to file re- 
turns and pay the tax. But the factor 
had better make certain of that, for 
in the event of default by the vendor, 
the Bureau will hold the factor liable 
for the payment of the tax as of the 
original due date. Jl*urthermore, de- 
tailed schedules must accompany the 
factor’s returns, listing vendors’ names, 
the accounts being financed and the 
pertinent figures to go with it. 


Photographs, Art Work, 
Engravings, etc. 


Numerous problems confront adver- 
tising agencies and publishers in re- 
spect to photographs, photo- finishing, 
art work, engravings and electrotyping. 

Regulations ( (Art. 76) state that de- 
signs, sketches, engravings, drawings 
and paintings sold by artists to pur- 
chasers for use or consumption and not 
for resale, require the collection of 
tax by such artists on the total amount 
of receipts from such sales, and no 
division of the selling price may be 
made so that the tax would be payable 
only on the materials consumed. 

It has been held (Howitt v. Street 
& Smith Publications, 276 N. Y. 345 
(1938) ) that delivery of paintings to a 
publisher of magazines and periodicals 
for the purpose ‘of reproduction in the 
latter’s publications did not constitute a 
taxable sale. The Regulations (Art. 
70) now provide that reproduction 
rights alone do not give rise to the tax 
where transfer of possession of the 
property is not especially required for 
that purpose. 

In another case (Pagano, Inc. v. 
City of N. Y., 30 N. Y..S. 23 SZ, 
aff'd. 295 N. Y. 784 (1944)) it was 
decided that where title and possession 
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to photographic prints and illustrations 
were both transferred to customers for 
consumption and disposition as_ the 
customer desired, the sales tax does at- 
tach to such transactions. 

In the most recent decision (.\/atter 


of Frissel v. McGoldrick, 300 N. Y, 
370 (1950) ) photographic prints were 
delivered to Conde Nast Publications 
for reproduction in its publications, 
There was no retouching done by the 
publisher and the prints were later re- 
turned intact to the photographer, 
Conde Nast did not obtain exclusive 
rights to reproduce the pictures, but 
only the first reproduction right and 
there was no transfer of title. The 
Court held the transaction to be non- 
taxable. As to the transfer of posses- 
sion, it found this to be merely inci- 
dental to the right to reproduce, an 
act which could have been performed 
instead at the photographer’s own 
premises. 

It is obvious that the last word has 
not yet been spoken regarding. tax- 
ability in cases such as these. Of 
course, where title, possession and 
complete rights to art work or 
photography are acquired by the pur- 
chaser, the incidence of the tax is 
more likely to be upheld. 

Purchases of engravings, mats and 
electrotypes by printers, publishers and 
advertisers who do not resell such 
property but use or consume it, rep- 
resent taxable transactions. [Even 
though an advertising agency may 
acquire such property and use it in 
rendering services to clients, — the 
agency is nevertheless taxed thereon 
as the ultimate consumer. The same 
applies to printers unless title is trans- 
ferred to the printer’s customer as part 
of a complete printing job. 


Multigraphed and Mimeographed 
Material 


Multigraphers and mimeographers 
preparing duplicated written material 
for New York City customers are 
required to collect the sales tax. 
Where such duplicator undertakes to 
mail the duplicated matter in behalf 


July 














rations 
‘rs for 
is the 
0es at- 


\/atter 
N. Y, 
5 were 
“ations 
itions, 
Dy the 
fer re- 
apher, 
‘lusive 
s, but 
it and 

The 
- non- 
Osses- 
inci- 
e, an 
yrmed 

own 


( has 
tax- 
Of 
and 

. or 
pur- 
ix 1S 


; and 
s and 
such 
rep- 
Even 
may 
it in 
the 
reon 
same 
rans- 
part 


ed 


yhers 
erial 
are 
tax. 
‘s to 
half 


July 





of the customer, the tax applies except 
as to matter mailed to points outside 
New York City. Where the duplicator 
delivers the duplicated matter to a 
New York City mailing house desig- 
nated by the customer, the Bureau of 
Excise Taxes considers such trans- 
action as being fully taxable regard- 
less of the points to which such dupli- 
cated matter is subsequently mailed or 
delivered, whether within or outside 
New York City. 

Information Services 

The sales tax has been a source of 
difficulty to those rendering informa- 
tion services involving the transfer or 
delivery of printed matter. The line 
can sometimes be finely drawn as to 
whether the printed material is a mere 
supplement to a basically non-taxable 
service or whether it involves the tax- 
able sale and delivery of tangible per- 
sonal property. 

In an early case (Dun <> Bradstreet, 
Inc. v. City of New York, 276 N. Y. 
198 (1937) ), it was held that no tax 
could be imposed on mercantile credit 
information services rendered by the 
Dun & Bradstreet agency. The delivery 
of credit reference manuals, title to 
which remained in the agency, was 
deemed to be simply a convenience to 
the subscriber who was paying, essen- 
tially, for confidential credit informa- 
tion rather than for reference books 
which were merely incidental to the 
furnishing of a service. 

In another case (Moody's Investors 
Service v. McGoldrick, 254 App. Div. 
726, aff'd. 280 N. Y. 581 (1939) ), the 
subscriber to Moody’s Financial Serv- 
ice received, periodically, publications 
in the form of pamphlets containing 
current statistical information and 
financial data concerning stocks, bonds 
and securities. At the year-end the 
subscriber received a bound manual at 
no additional charge. The Court held 
that this was not the rendering of per- 
sonal services but rather the sale of 
printed pamphlets which constituted 
parts, received at regular intervals, of 
an annual reference manual and there- 
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fore the single subscription price was 
subject to New York City sales tax 
as a receipt from the sale of tangible 
personal property. Although there had 
been extensive research and investiga- 
tion of a specialized nature prior to 
publication, it was the finished product 
which the subscriber purchased, rather 
than the services required for the 
preparation of the publication. 

A more recent decision (Business 
Statistics Organization, Inc. v. Joseph, 
299 N. Y. 443 (1949)) involved the 
subscription for “Babson Business Re- 
ports” which the City of New York 
contended to be taxable. The publica- 
tion consisted of reports on present, 
economic, political and labor conditions 
affecting commerce, finance and in- 
dustry. The Court ruled that the pub- 
lication was a “periodical”, appearing 
at stated intervals and containing, in 
each issue, a variety of original articles 
by different authors concerning busi- 
ness and financial news and forecasts. 
In view of the specific exemption of 
periodicals in the statute, the publica- 
tion there involved was removed from 
the purview of the tax. 

Publishers of information services, 
tax services, and various printed mat- 
ter distributed at intervals to their sub- 
scribers are deeply concerned with the 
interpretation by the courts in cases 
such as these which must serve as the 
decisive factor in determining whether 
or not to require their subscribers to 
pay the sales tax in addition to the 
subscription price. 

We have considered, above, a num- 
ber of industry problems involving the 
New York City sales tax. There are 
numerous, other special problems 
affecting various industries and com- 
mercial enterprises, the consideration 
of which our limited space here does 
not permit. We do take some comfort 
in the fact that the process of judicial 
interpretation is a continuing one and 
that in the course of time we may ex- 
pect further clarification and guidance 
in respect to the applicability of the 
sales tax. 
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HE history of public accountancy 
; New York State embraces, be- 
sides matters prior to the formation of 
the State Society, at least four sub- 
jects, namely: the Society’s growth, 
its development, and its many varied 
activities; its relations with other 
organizations, both accounting and 
others; the individual accountants who 
have served it and the profession; its 
administrative personnel and equip- 
ment for its activities. 

Much of the first two classes has 
been told briefly or in detail in its 
publications which have included ad- 
dresses at meetings ; occasional reports 


Society Offices and Secretarial Staff 


By Tue ComMirree on History 


by committees on specific subjects ; and 
its several publications, Year Looks 
from 1907, supplemented in 1948 by 
its Ten Year Book, 1897-19006; its 
series of Bulletins begun in 1923; The 
New York CPA from October, 1934; 
and the CPA News issued since Octo- 
ber, 1949. The Committee on History 
has not had any part in the preparation 
of these and cannot claim credit for 
them. 


But now after its life of about five 
years the Committee has reviewed its 
work for The New York CPA and 
classified it as follows: 


Re: State Society and Profession Generally 


karly Developments in New York State 


The State Society—Its Genesis 
Incorporators of the State Society 
Society’s First Annual! Dinner 

Xe: Educational Institutions 
N. Y. School of Accounts 
Pace Institute 


Koehler’s 


March 1949 

May 1949 
March 1953 
March 1951 


December 1949 
September 1950 


School of Commerce, Accounts and Finance 


of New York University 
Xe: Individual Accountants 
Joseph Hardcastle 
l*rederick George Colley 
Charles [Ezra Sprague 
Robert Lancelot Cuthbert 


Ithough no definite preliminary pro- 
gram had been planned, this classifica- 
tion of the eleven articles that have 
been published suggests that the stories 
were fairly well distributed among 
three of the subjects for accountancy 
history stated here in the introductory 
paragraph. 





This is the twelfth in a series of 
articles on the History of Account- 
ing in the State of New York. It 
Was prepared by the Society’s Com- 
mittee on History. ; 
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April 1953 


September 1951 
May 1952 
July 1952 
November 1952 


But this resumé of the history 
written by others and of that compiled 
by the Committee on History caused 
some of its members to wish that more 
were known as to where and by whom 
the administrative work of the Society 
had been performed. The result of 
research for those facts was of such 
interest that they have been assembled 
with this story which the Committee 
believes will be informative to the 
members of the Society and hopes may 
also be found interesting. And _ this 
will give one story upon the fourth 
subject of such history. 

The Society offices and a little about 
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Society Offices and Secretarial Staff 


the secretarial staff are taken up first 
because there were so many changes 
and the available records of them are 
so meager. 

From March 30, 1897, when the 
Society elected its first officers to May, 
1898, its Minutes do not mention an 
office or headquarters. Therefore, it 
seems probable that during the first 13 
months the Society’s records of its 


membership, committee appointments, 
etc., were at the office of the Secretary, 
Arthur W. Teele, 11 Wall Street, 
which now is the location of the exec- 
utive offices of the New York Stock 
Exchange. 

Irom April or May, 1898, to May 
1, 1902, about 4 years, the Society had 
headquarters in the Johnston Building 
at 30 Broad St., thus: 


May to November, 1898 in Room 1224, Rental not recorded 
Novy., 1898 to May, 1899 in Room 1232, Rental not recorded 
May, 1899 to May, 1902 in Room 1105, Rental $500 per annum 


For this headquarters the Directors 
authorized the purchase of furniture, 
cost not recorded, but the Treasurer 
was told to borrow $400.00. A direc- 
tory of accountants in Business of 
July, 1896, shows that at that date 
Haskins & Sells, Patterson & Corwin, 
and Veysey & Veysey had:offices at 30 
Broad Street and only 2 of 119 listings 
were north of the financial district. 

Beginning in 1898 the Society had 
a House Committee and, when the 
Broad Street headquarters were taken, 
the Directors employed Mrs. I. FE. 
Schmitt at $200 per annum to take 
charge. No title for her position was 
stated at that time but-dater her’ position 
was stated as Librarian. In April, 
1898, the Library Committee had_re- 
ported a gift of some 50 volumes 
and other gifts were reported later. 
Though it seems that the collection 
was not large, her duties may have in- 
cluded that of recording books loaned 
and returned. Also, as the Society 
maintained a form of employment 
agency, she may have had _ duties 
for that. No other mention of Mrs. 
Schmitt has been found except that she 
resigned February 28, 1901, having 
served nearly three years. On June 
28, 1901, she offered to sell her type- 
writer to the Society. 

Miss A. L. Farrell followed Mrs. 
Schmitt and served a little over four 
years from February 28, 1901, to April 
30, 1905, the first fourteen months 
at the headquarters in the Johnston 
Building. But the House Committee 
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on April 14, 1902, reported that it had 
given up the room in the Johnston 
Building, where the Society had been 
located for four years and one month, 
and had rented a room in the [Edison 
Building, 44 Broad Street at $325 per 
annum. This change was approved by 
the Society and a few days later the 
Directors appropriated a sum for more 
furniture and authorized the installa- 
tion of the Society’s first telephone. 

The office at 44 Broad Street, Edi- 
son Building, was discontinued on 
April 30, 1905, after the House Com- 
mittee had reported that the rent, sal- 
ary of stenographer, telephone and 
other expenses were costing about 
$600 per annum, whereas it was used 
only for the Director’s meetings and 
for the Registration Bureau. The 
office furniture was then sold for $73 
and two cases of books were stored at 
Winans, 407 Greenwich Street. 

In this account of the Society’s 
effort to establish and staff an office 
during the seven years 1898-1905, as 
compared with its 1953 offices and its 
1952 membership of over 6500 and 
its 1952 income of over $207,000, it 
should not be forgotten that in those 
early years the Directors were plan- 
ning for the future and using for the 
foundation such available materials as 
the Society then could afford. 

Although during May, 1905, the 
Society referred to the Directors “a 
suggestion that instant measures be 
taken whereby it should have head- 
quarters,” that action was not taken for 
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20 years during which the administra- 
tive work of the Society was conducted 


1905-1908, 3 
1908-1909, 1 
1909-1914, 5 
1914-1915, 1 year at Office of James F. 
1915-1920, 5 
1920-1925, 5 


Two incidents of the 20 years may de- 
serve mention. The door of the office 
of S. D. Patterson at 141 Broadway 
indicated that it was also the office of 
The New York State Society of Certi- 
fied Public Accountants. Apparently 
many records of the early years of the 
Society were lost long ago. While it 
is not known when or where this hap- 
pened, it has been said that they had 
been stored in a basement and _ there- 
after lost by a flood. 

After twenty years (1905-1925) as 
the paying guest of its Secretaries, the 
Society again established headquarters 
of its own on the 18th floor of 110 
William Street under a 5-year lease 
with an annual rental of $2,900. Pos- 
session seems to have been taken about 
the middle of 1925 and the event was 
of such importance that the planning 
for it was given a paragraph in the 
President’s report for 1924-1925 and 
its completion was noted in the Presi- 
dent’s and Secretary’s reports for 
1925-1926. An action of importance 
near the end of this period, while 
James Francis Farrell was Secretary, 
was the creation of the position of 
Assistant Secretary. 

William Alcorn Brown, who was the 
first Assistant Secretary and served 
from December 1, 1922, to July 6, 
1936, was born in Bethel, Ohio, on 
November 28, 1878, the son of Dr. 
Quincy Adams Brown. He was grad- 
uated A.B. from Oberlin College in 
1909 and thereafter taught [nelish in 
the High Schools at Sandusky and 
Cleveland for two years. 

During 5 years, 1911-1916, he was 
Assistant Educational Director of the 
23rd Street Y.M.C.A. in New York, 


and for 6 years, 1916-1922, he was 
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Society Offices and Secretarial Staff 


years at Office of Leon Brummer 
year at Office of Samuel D. Patterson 
years at Office of Samuel D. Patterson 


years at Office of James I. Farrell 
years at Office of James F. Farrell 


at the offices of the Society Secretaries 
which were as follows: 


277 Broadway 
55 Liberty St. 
141 Broadway 
150 Broadway 
120 Broadway 
110 William St. 


larrell 


Secretary of the New York Chapter 
of the American Institute of Banking. 
During his service for the State So- 
ciety the membership increased nearly 
fourfold, from about 625 in Decem- 
ber, 1922, to 2365 in May, 1936. After 
about 30 months in the office of Sec- 
retary Farrell, he supervised its  re- 
moval to its own office in the same 
building in May, 1925; and 7 years 
later in 1932, he moved it to 30 Broad 
Street. He died July 7, 1936. 

Wentworth Flagler Gantt, successor, 
was appointed August 10, 1936, as 
Assistant to the President. During the 
year 1940-1941 the title of the position 
was changed to Executive Secretary 
and so remains. As Mr. Gantt still 
holds that position no sketch is in- 
cluded. 

Arthur Wellington Teele, the first 
Secretary, served the Society a little 
over 2 years from its organization on 
March 30, 1897. He was born June 
16, 1867, in Medford, Mass., but his 
parents soon moved to nearby Water- 
town, where he attended the grade 
and high schools and where he got 
his first instruction in bookkeeping. 
Then or later he studied at Eastman 
Business College, Poughkeepsie. His 
experience was first as a bookkeeper 
in his father’s retail hardware store, 
continued in a wholesale hardware in 
Boston and with a manufacturing 
hardware company; and then as a 
traveling salesman for three years 
until, because of an accident, his doc- 
tor advised him to give up travel. 
Teele became CPA #13 in 1896, one 
of the first group certified. 

In 1891, he began public practice 
in New York, apparently alone, but 
during the next decade the practice 
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was conducted under various names. 
In 1893, he joined with William Tren- 
holm who had started a practice about 
1890 and was a Trustee of American 
Association of Public Accountants. 
The firm name was William Trenhold 
& Teele. The next year, 1894, it be- 
came William Trenholm, Teele & 
Dennis, when Rodney Strong Dennis 
came in. Dennis was CPA #5 in 1896, 
was a member of the Board of CPA 
Examiners in 1898, and remained in 
the firm until his death on March 9, 
1904. Trenholm withdrew in 1895 to 
resume practice alone, and the firm 
name was shortened to Teele & Dennis 
and so stood for about five years to 
1900. Then Teele & Dennis was con- 
solidated with Patterson & Corwin, 
which was slightly senior in practice, 
under the title Patterson, Teele & 
Dennis. Andrew Stuart. Patterson, 
CPA #41, twenty-odd years older 
than Teele or Dennis, remained in the 
firm until his death on April 2, 1903. 
Through all the changes in the firm 
names Teele continued a partner and 
after the withdrawal of Trenholm in 
1895, and the death of Patterson in 
1903, and of Dennis in 1904, he was 
the senior partner in the practice which 
he had begun alone in 1891. 

Following his service to the State 
Society as its Secretary he was elected 
a Director and served 2 years from 
May 8, 1899. He had joined the 
American Association of Public Ac- 
countants January 6, 1893 but with- 
drew the next year, the reason for 
which action has not been learned. 
However, through the New York State 
Society he was again in the Association 
in 1905. And he was a member of 
its Committee on Department Methods 
of the Government (U. S.) 2 years, 
1907-1908, and of its Committee on 
Federal Recognition also 2 years, 
1914-1915. 

He was a member of the New York 
State Board of CPA Examiners 2 
years, 1905-1907, and was the first 
Chairman of the Institute Board of 
Examiners which he served 5 years, 
1916-1920. He was then elected a 
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Vice President of the Institute in 1921 
and during the 18 years, 1922-1939, 
he was its Treasurer, thus having 
served it as an officer continuously for 
24 years from 1916. Even this does 
not recount all his service to the 
Institute, for among other services he 
was a member of its War Committee 
2 years, 1917-1918, and during his 
successive terms as Treasurer he was 
on its Executive Committee. 

With attention to the practice of his 
firm’s offices in New York and other 
cities and with the services he gave to 
New York State, the United States 
and the professional societies it might 
seem that he was fully employed. 
However, he had a social nature as 
shown by his membership in many 
clubs in New York and elsewhere—he 
served the New York Athletic Club 
in many ways and was its President 
in 1925, when it acquired its property 
at 7th Avenue and 59th Street. He was 
fond of sport, especially golf and 
yachting, and it is understood that he 
gave much time and thought to the 
operations of his farm on Long Island. 

Leon Brummer, the second Secre- 
tary, 1899-1908, was born in New 
York in 1868. He was educated at 
The College of the City of New York, 
where he was a member of the Phi 
Sigma Delta fraternity. He became 
CPA #88 of New York in 1896, and 
under the resolution adopted by the 
State Society on October 9, 1899, he 
was one of the five members who were 
named as a committee to confer with 
Columbia and New York Universities 
for the establishment of a school of 
accounts. Upon the organization of the 
School of Commerce, Accounts and 
Finance in New York University, he 
was appointed to its Faculty as Pro- 
fessor of Practical Accountancy, 
serving to 1915, and during its first 
two years, from 1900 to 1902, he was 
also Secretary of the Faculty. 

Whether he had other employments 
between his attendance at City College 
and his start in the public practice of 
accountancy has not been learned. But 
if there were such employments they 


457 


















































could not have been of long duration 
because the issue to him of a certificate 
by waiver indicates that he was in 
practice at the latest by 1891, while 
an item about him in The Financial 
Record of June 15, 1899, suggests that 
he may have started by 1889 when he 
was only 21. In 1892, he was a mem- 
ber of the firm of Bergtheil, Horley 
& Co.; during 1892-1895, of Bergtheil, 
Cook & Co.; in 1896, of Brummer & 
Co.; and during 1897-1899, of Horley, 
Brummer & Co. Thereafter, he may 
have practiced alone except for an un- 
certain period beginning in 1904, when 
he was a member of Hertle, Cook, 
Brummer & Haag, and again from 
1923 to 1927, when his firm was Leon 
Brummer & Becker. 

He was an early member of the 
New York State Society (in July, 
1897), which he served as Secretary 
for 9 years, 1899-1908, and later as a 
director; and through it he became 
a member of the American Association 
in 1905 and of the American Institute 
in 1916. At the 10th Anniversary of 
the Society he gave a short history of 
the Society’s activities to that date. 

Samucl Duncan Patterson, the third 
Secretary, who served from 1908 to 
1914, was a descendant of Andrew 
Patterson who emigrated from Perth, 
Scotland, and on September 5, 1685, 
settled at what now is Perth Amboy, 
New Jersey. Samuel Patterson was 
born in New York on September 19, 
1855. 

The brief sketch of his first 70 
years, which he prepared for the 
1925 edition of Accountants’ Directory 
and Who’s Who, stated as to his edu- 
cation only that he attended the public 
schools. However it seems that he ex- 
tended that education, presumably by 
reading and surely by experience, be- 
cause he became New York CPA 
#176 on July 17, 1901. He was a 
member of the faculty of the School 
of Commerce, Accounts and Finance 
of New York University as Professor 
of Executorship Accounts from 1907 
to 1928, and was a member and secre- 
tary of the New York State Board of 
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Examiners during the 8 years from 
April 1, 1909, to April 12, 1917. 

Nothing has been learned of his 
occupation during the 15 or 20 years 
after his attendance at school, but the 
issuance to him in 1901 of a waiver 
certificate (under the law of that year 
which did not widen the field of pos- 
sible applicants but only extended the 
period during which applications might 
be filed) indicates that he had begun 
the public practice of accountancy by 
1891 or earlier. Generally his was an 
individual practice though it seems that 
he may have been a member of Rea & 
Patterson in 1897, and a letter from 
Farquhar J. MacRae stated that he 
was a member of Glardon & Patter- 
son for two or more years from 1898, 
In 1907 and 1908, perhaps earlier, his 
office was at 55 Liberty Street but 
from 1909 to 1929, when he retired, 
it was at 141 Broadway. 

Patterson was a member of the 
Institute of Accounts and was its Sec- 
retary for a time, but the dates of his 
membership and of his tenure of the 
office have not been learned. He was 
admitted to the New York State 
Society of CPA’s in October, 1901, 
soon after he was certified and, as 
already noted, was its Secretary during 
6 years, 1908 to 1914. He was a 
member of the committee which ar- 
ranged the celebration of the Society's 
25th Anniversary in 1922. Through 
the State Society he became a [ellow 
of the American Association of Public 
Accountants in 1905, and in 1916 of 
the American Institute of Accountants. 
He joined the American Society of 
CPA’s very early, perhaps in 1921. 

He died December 30, 1938. 

James Francis Farrell, the fourth 
Secretary, was born in Jersey City in 
1879. He completed the parochial 
school course in 1894, at the age of 
fifteen. Eleven years later, in 1905, he 
extended his formal education by tak- 
ing the course in accountancy and 
business administration at the newly 
organized Pace Institute, being the 
third student to enroll in it. In 1909 
he became New York CPA #436. 
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And for eight years, from 1910 to 
1917, he was a member of the faculty 
of Pace Institute. Even that did not 
end his contact with accountancy edu- 
cation, for he served three years, 1925- 
1928. on the New York State Board 
of Examiners. 

Before beginning the practice of 
public accountancy he spent over 
twenty years in business, first with 
the Erie Railroad, rising from office 
boy to manager of the Department of 
Eastbound Accounts. Then for about 
ten years he was with Charles M. 
Higgins & Company, ink manufac- 
turers, advancing from its bookkeeper 
to the position of assistant to the 
manager. And for about three years 
from 1910, he was office manager for 
Pace & Pace. 

Leaving business to take up the 
public practice of accountancy in the 
latter part of 1913, with the late James 
Francis Hughes (CPA #545) he 
formed the firm of Hughes & Farrell, 
with offices at 150 Broadway. A year 
later the firm’s offices were at 120 
Broadway, where Charles I*. McWhor- 
ter, CPA #361, and David E. Boyce, 
CPA #459, were also located. In 
1915 these four joined forces as Me- 
Whorter, Boyce, Hughes & Farrell, 
but after about two years McWhorter 
withdrew, after which the practice was 
continued as Boyce, Hughes & Farrell 
though Boyce died on October 1, 1918. 

Farrell joined the New York State 
Society in February, 1912, and served 
as its Secretary from 1914 to 1925, 
which period of eleven years was 
longer than any other secretary served 
either before or after him. In 1925, 
1928, and 1929 he was elected Vice 
President. 

Through his membership in the 
State Society, James Farrell became 
a member of the American Association 
of Public Accountants in 1912, and of 
The American Institute of Accountants 
in 1916; he also became a member of 
the American Society of CPA’s. 

He died in Brooklyn, October 15, 
1932. : 

Martin Kortjohn, the fifth Secre- 
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tary, served 5 years, 1925-1930. He 
was born in Germany on October 15, 
1878, and in 1892 he came to the 
United States. The sketch which he 
prepared for the 1920 edition of the 
Accountants’ Directory and Who’s 
Who stated that he was educated in the 
public schools. As he was 14 years of 
age when he came to America, his 
early schooling probably was in Ger- 
many. Later he took courses of the 
International Correspondence Schools 
and the N. Y. Preparatory School. 
With that preparation before or by 
1909 he passed an examination of the 
U. S. Civil Service Commission. He 
completed the course at Pace Institute 
by January, 1915, and in June of 1915 
he passed the New York CPA [éxami- 
nation. In September, 1916, be became 
a teacher of Accounting at Pace Insti- 
tute and continued during several 
years. On December 3, 1917, he be- 
came New York CPA #750. 

Of his occupations to 1915, a story 
in the Pace Student of January, 1918, 
stated “he secured a job whenever and 
wherever he could, making no stipula- 
tion except that it be honorable and 
honest”; and during that period he 
was employed by the Borden Company 
3 years, and in the Customs Service 
at New York from 1909 to 1915. 

In 1915 he joined the staff of Fedde 
& Pasley, remaining there until some 
time in 1917. He then began practice 
on his own account, apparently at 154 
Nassau Street until July, 1920, when 
he moved to 15 Park Row. On August 
1, 1922, the practice became Kortjohn 
& Tripp but by 1925 it had become 
Martin Kortjohn & Company, which 
firm in 1940 removed to 10 East 40th 
Street. 

He became a member of The New 
York State Society of CPA’s in Octo- 
ber, 1920, where besides his service 
as Secretary, 1924-1929, he was a 
Director from 1933 to 1936. He joined 
The American Society of CPA’s in 
1925 or before, and the American In- 
stitute of Accountants in 1929. Also 
he was a member of the National 
Association of Cost Accountants and 
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the Society of Industrial Engineers. 

He died at his home in the Bronx on 
October 10, 1949. 

Fred Lucius Main, the sixth Sec- 
retary, served three years from 1930 
to 1933. He was born in Titusville, 
Pennsylvania, January 24, 1881, and 
was graduated from the High School 


there. Then he attended Business 
College in Oil City, commuting daily 
from home. Before completing that 


course he was employed as a messenger 
for a short time by the Second Na- 
tional Bank of Titusville, going from 
there to the Commercial Bank of that 
city and starting in what proved to be 

long connection though broken for 
a relatively short time by his first ex- 
perience in public accounting. This 
was with Main, Squires & Co., of 
which firm [’rederick W. Squires, New 
York CPA #250 was the New York 
partner and I*rank Wilbur Main, New 
York CPA #295, was the partner in 
Pittsburgh. 

However this interlude was not long 
and he returned to the Commercial 
Bank as cashier, his total service with 
that bank being more than ten years. 
In 1917 he returned to New York with 
Main, Squires & Co., but was away 
igain for service with the Red Cross 
in World War I. When Main, Squires 
& Co. was dissolved about 1919, he 
became a partner in Main & Co. as the 
head of its New York office, and so 
remained throughout his life. He be- 
came New Jersey CPA#106 in 1919, 
and New York CPA #1454 in 1924. 
He joined the New Jersey Society of 
CPA’s in 1919, the American Institute 
of Accountants in 1922, and The New 
York State Society of CPA’s in 1924. 
He died at his home in Upper Mont- 
clair, New Jersey, on November 9, 
1950. 

George 
Secretary, 


Charles Hurdman, the ninth 
1937-1941, was a nephew 
of Frederick Harold Hurdman and 
was born in Ottawa, Ontario, Canada, 
on September 25, 1900. After attend- 
ing the public schools and Collegiate 
Institute in Ottawa, he entered the 
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Royal Military College of Canada at 
Kingston in 1918 and, upon complet- 
ing its short course, he received a com- 
mission as lieutenant in the Royal 
Canadian Engineers. Later he took a 
correspondence course in accountancy 
with the Walton School of Commerce 
of Chicago and was graduated. He 
became CPA #2319 of New York on 
November 29, 1927. 

Following his course at the Military 
College he spent six months on a tim- 
ber survey in northern Ontario. Fol- 
lowing that he came to New York and, 
for a short period, was with the Na- 
tional City Bank after which he joined 
the staff of Hurdman & Cranstoun 
and became a partner in 1935, spending 
several years in charge of the firm’s 
office in White Plains. 

He served as an officer of several 
hospitals and many social service or- 
ganizations and was a member of sey- 
eral clubs in Westchester County and 
New York, The Accountants Club 
among the latter. 

He joined the American Institute of 
Accountants in 1931, and the Munici- 
pal Iinance Officers Association in 
1936; but earlier, on May 10, 1929, he 
became a member of the New York 
State Society of CPA’s. After his 
service as Secretary during the four 
years, 1937-1940, he served as Director 
during 1942-1945 and as Vice Presi- 
dent during 1946-1948. 

He died after a short illness on Feb- 
ruary 19, 1948. 

Franklin Cornelius Ellis, the twelfth 
Secretary, 1945-1947, was born in 
3rooklyn October 23, 1894. He at- 
tended the public schools and Drake 
Business School in Brooklyn, and the 
New York Preparatory School and 
Pace Institute in Manhattan, and be- 


came New York CPA #2075 on 
December 6, 1926. 
Before turning to public account 


ancy he had spent 7 years in the in- 
surance field, 3 years with a firm of 
insurance brokers and 4 years with 
two insurance companies ; and he was 
in the U. S. Army Air Service as 4 
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2nd Lieutenant during a large part of 
1918. Late in 1918 he became a mem- 
ber of the staff of Patterson & Ridge- 
way, and in 1924 he was admitted to 
the partnership. 

He joined the American Institute of 
Accountants in 1933, was also a mem- 
ber of the National Association of 
Cost Accountants and of the National 
Tax Association. On October 1, 1928, 
he was admitted to The New York 
State Society of CPA’s. Prior to his 


7th—William J. Forster, of Harris, 
8th—William R. Donaldson, of Crafts, 
10th—S. Carlton Kingston, 


11th—Charles H. Towns, 
13th—Harold J. Beairsto, 
14th—Edward J. Buehler, 
15th—Raymond J. Ankers, 
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election as Secretary he had served as 
Director for one term of three years, 
1938-1941, and immediately after his 
retirement as Secretary he was elected 
a Vice President for the year 1947- 
1948. 


He died October 13, 1949. 

This completes the stories of eight 
of the Secretaries who have died. 
There were seven others who are here 
listed : 

Kerr, Forster & Co. 2 years 1933-1935 
Carr & Donaldson 2 years 1935-1937 


of Stern, Porter, Kingston & 
Coleman 

of Loomis, Suffern & Fernald 3 years 1942-1945 

of Beairsto & Co. 

of Patterson & Ridgway 

with Lybrand, Ross Bros. & 


l year 1941-1942 


3 years 1947-1950 
2 years 1950-1952 
1952- 


Montgomery 


A Greek philosopher of the sec- 
ond century of our era, in speaking 
through one of his literary characters, 
advised: “not to speak evil of the 
dead.” Perhaps later with more ex- 
perience he might have added: “avoid 
saying anything of the living.” 


The preparation of biographical 
sketches of these Secretaries and of 
the present Executive Secretary are 
therefore left for a later story by the 
Committee on History. 


Woo 
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Capital Gain or Ordinary Income 


An individual proprietor decides to 
liquidate his business and in the course 
of disposing of his assets, he sells ma- 
chinery and equipment at a profit. Is 
such profit taxable as a capital gain? 
Section 350(12) of the State income 
tax law defines capital assets as prop- 
erty held by a taxpayer, but it does 
not include land used in a trade or 
business or depreciable property used 
in a trade or business. A gain on the 
sale of machinery and equipment 
would therefore be taxed as ordinary 
income. There is no provision in the 
state income tax law comparable to 
Section 117(j) of the federal law that 
would permit such a gain to be taxed 
as a capital gain. 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928, and a member of the Ameri- 
can Institute of Accountants since 
1922. He is a member of the New 
York Bar and Professor of Law at 
St. John’s University. 

Mr. Harrow is a past Vice-Presi- 
dent of the Society. He is now 
serving as Chairman of the Com- 
mittee on Publications and is a past 
Chairman of the Committee on 
State Taxation. He is also a mem- 
ber of the Institute’s Committee on 
Federal Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 











1 Ch. 703, Laws of 1952. 
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3ENJAMIN Harrow, C.P.A. 


Unincorporated Business Tax on 
the Liquidation of a Business 


Is the individual proprietor subject 
to the unincorporated business tax on 
income resulting from the liquidation 
of his business? Any trade or business 
carried on within the State in an unin- 
corporated form is subject to the tax. 
Until January 1, 1952, the liquidation 
or winding up of a business was not 
within the purview of this tax. This 
was changed by the 1952 Legislature! 
and now a business being liquidated is 
deemed to be engaged in an unincorpo- 
rated business. This is effective as of 
January 1, 1952. Article 8 of the offi- 
cial questions and answers provides 
that the gross income subject to the 
tax includes gains, profits or income 
resulting from the liquidation of the 
assets of any trade, business or occu- 
pation. Furthermore it would include 
the collection of outstanding install- 
ment obligations of any dissolved cor- 
poration which is not taxable under 
Articles 9, 9A, 9B or 9C, whether the 
obligation resulted from the ordinary 
operation of the business or from the 
sale of such business. 


New York City Business Taxes 


The City of New York taxes the 
gross receipts of any trade, business, 
profession, or commercial activity at 
the rate of one-fifth of one per cent. 
It also taxes a financial business at 
the rate of two-fifths of one per cent 
of the gross income. In a recent case* 
the question arose of the right of the 
Comptroller to impose a financial busi- 
ness tax on the income of a casualty 
company derived from investments. 

The Tax Law provides? that receipts 


2 American Surety Company of New York v. Joseph, — App. Div. — , Third Dept, 


March 27, 1954. 
3 Sections R R 41-1.0, subd. 3. 
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from the business of insurance means 
receipts from premiums received from 
risks in the city. Furthermore the law 
provides that “the business of insur- 
ance shall not be deemed to be a finan- 
cial business.” The city contends that 
the income of an insurance company 
derived from investments is separately 
taxable as receipts in the conduct of a 
financial business. 

The Court holds that the investment 
of funds is an integral part of the 
business of insurance. It affects the 
premium rates and balance sheet. 
Under the Insurance law the Legisla- 
ture is vitally concerned with the 
proper handling of insurance company 
investments. It requires the carrying 
of reserves for losses, claims and un- 
earned premiums, and such reserves 
must be funded in the form of invest- 
ments that are productive of income. 
For that reason the Court concludes 
that investment income forms part of 
the receipts from the business of in- 
surance and so may not be subjected 
to the financial tax. In fact, such in- 
come is not subject to any tax. The 
Court also points out there is no simi- 
lar restriction to income from invest- 
ments of a manufacturing company, 
even at the business rate. It should 
be noted further that from 1934, when 
the tax was first authorized, until 1950, 
the City made no claim that the tax 
on an insurance company should in- 
clude a tax on investment income. 


Corporations Engaged in 

Foreign Commerce 

The 1953 Legislature extended to 
March 31, 1954, the exemption from 
tax of corporations engaged in ocean 
commerce between a port in the United 
States and any foreign port. The 1954 
Legislature made a sweeping amend- 
ment to Section 4(11) of the Tax Law 
by exempting from all taxation in this 
state, for state and local purposes, upon 


4Sec. B 46-1.0 (4). 
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capital stock, franchises, and earnings, 
all New York corporations exclusively 
engaged in the operation of vessels or 
aircraft in foreign commerce. It should 
be noted that the earlier exemptions 
which were extended from time to 
time were limited to vessels engaged 
in ocean commerce. The 1954 amend- 
ment is extended to include aircraft, 
and there is now no time limitation. 


Gross Receipts Tax—Financial 
Business 


Gross receipts of a person engaged 
in a financial business are defined as 
total receipts excluding the cost of 
property sold or money received in re- 
payment of loans.* A 1954 amendment® 
provides that in the case of security 
transactions total receipts exclude the 
amount of losses from such transac- 
tions, but not in excess of gains. 

The tax on gross receipts of invest- 
ment companies has been reduced from 
4/5 of 1% to 2/5 of 1%. This is 
effective for all years commencing with 
July 1, 1953. It applies to investment 
companies registered with the federal 
Securities and Exchange Commission 
under the Investment Company Act of 
1940 as amended, or any investment 
trust forming part of the investment 
company, or any investment company 
subject to Article 12 of the Banking 
laws.® 


Taxability of Monthly Payments 
Under an Agreement Settling a 
Will Contest 


A recent case’? was concerned with 
the question of whether fixed monthly 
payments made to an heir under an 
agreement settling a contest of a will 
represented gross income, annuity in- 
come, or a tax-free legacy. The tax- 
payer was a daughter of a deceased 
son for whom the testator made a 
minor provision in his will and a con- 


5L. L. 27, Laws of 1954, effective July 1, 1953. 


6 Sec. B 46-2.0. 


7 Harte v. Chapman, 129 N. Y. S. (2nd) 33, 3rd Dept., March 31, 1954. 
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test was instituted on behalf of the 
granddaughter. The contest was 
settled by agreement whereby the 
granddaughter was to receive monthly 
payments for life. 

The State Tax Commission held that 
the agreement provided for payments 
of income only, with no provision for 
the invasion of corpus. Hence the 
payments were taxable in full as in- 
come. It was argued that the agree- 
ment constituted a technical annuity 
to be paid in any event regardless of 
the sufficiency of income. If such were 
the case and if the corpus could be 
invaded to make the monthly pay- 
ments, they would not be taxable to 
the beneficiary under the rule in 
Helvering v. Pardee® and People ex 
rel. Duncan v. Graves.® 

The court analyzed the settlement 
agreement, which provided that trus- 
tees would hold certain stock and 
accrued dividends and use subsequently 
accruing dividends first for the pur- 
pose of making the monthly payments 
and then use the fund for distribution 
to other persons entitled to it under 
the will. Nowhere in the agreement 
was there any provision for invasion 
of the corpus if the income was insuffi- 
cient to make the payments. Hence 
there was no true annuity. 


Taxable Income or Non-Taxable 

Gift 

Many a taxpayer in_ border-line 
situations tries to classify the receipt 
of money as a gift, non-taxable under 
Section 22(b) of the I.R.C. or Section 
359.2c of the New York State Income 
Tax law. But Section 22(a) of the 
I.R.C. or Section 359.1 of the State 
law is broad enough to sweep such 
receipts into the taxable category. A 
recent Tax Court case! considered one 
of these situations. The petitioner was 
a minister who conducted non-sec- 
tarian religicus programs over the 


8290 U. S. 365. 


9257 App. Div. 552, affd. 282 N. Y. 746. 
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radio, and his wife assisted with miusic 
and poetry. In response to solicitations 
made on the programs, listeners sent 
in contributions. These contributions 
were classified into five categories: for 
the support of the radio program, for 
the support of missions, for the sale 
of Bibles, etc., for the taxpayer and 
his wife personally, and undesignated 
contributions. The taxpayers reported 
all receipts as taxable income except 
those for the support of missions and 
for themselves personally. 

The issue was whether the contribu- 
tions for the taxpayer and his wife 
personally were non-taxable gifts. The 
Court held that in putting on the radio 
programs the taxpayers were conduct- 
ing a business for profit. A part of 
the contributions was used to pay the 
expenses of the business and the rest 
they kept to compensate themselves for 
their personal efforts. While there was 
no legal obligation on the contributors 
to send in money, there was a desire 
to compensate the taxpayers and enable 
them to continue their broadcasts. A 
legal obligation on the part of a payor 
is not necessary to constitute a pay- 
ment income to the recipient. 

The evidence showed that more 
money was received for the taxpayer 
in August, the month of his birthday, 
and in December (Christmas time), 
and it was contended that such amounts 
were non-taxable birthday gifts and 
Christmas gifts. The Court said that 
all amounts received were in the regu- 
lar course of their business and rep- 
resented compensation for services tax- 
able under Section 22(a). 


The Five-Year Statute of 
Limitations 
There was another issue in the case. 
Had the statute of limitations barred 
the assessment of deficiencies where 
the three-year period had expired, but 
not the five-year period. The latter 1s 


10 Webber v. Commissioner, 21 T. C., No. 82. 


11 Poorman v. Commissioner, 131 F. (2nd) 946. 
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applicable where gross income has been 
omitted in excess of 25% of that re- 
ported. l‘or that purpose what is meant 
by gross income? The Commissioner 
determined gross income by deducting 
from gross receipts for support of the 
radio program the direct costs of the 
radio program. The Regulations (Sec. 
29.22(a)-5) provide that in the case 
of a manufacturing, merchandising or 
mining business, the cost of goods sold 
must be deducted from gross receipts 
to arrive at gross income. Further- 
more, such costs do not include depre- 
ciation, depletion, selling expenses or 
losses, Or items not ordinarily used 
in computing the cost of goods sold. 
The Court held that the Regulation 
does not apply to the receipts for the 
support of the radio programs, since 
in that business nothing was _ sold. 
Only personal services were furnished. 
There is apparently “no authority that 
something known as the direct costs 

. must be subtracted in a case like 
this.” Gross receipts in a business of 
this kind would therefore be synony- 
mous with gross income. 

It should be noted that the proposed 
Revenue Code of 1954, as passed by 
the House has attempted a clarification 
of the meaning of gross income in rela- 
tion to the statute of limitations. It 
means the total receipts from the sale 
of goods or services before subtracting 
the cost of such sales or services. In 
addition to this change in the law, the 
five-year rule has been extended to six 
years in the case of an’omission of 
25% of gross income as thus defined. 
A further change provides that any 
amount as to which adequate informa- 
tion is given on the return will not be 
taken into account in determining the 
25% omission.!” 

The New York State income tax 
law has a similar five-year statute of 
limitations.15 In fact last year!* the 
Attorney General ruled that where 

12 Section 6501(e). 

13 Section 373. 

14 July 22, 1953. 


New York State Tax Forum 


either gross income or capital gain has 
been understated by more than 25% 
of the amount reported on a return, 
the State Tax Commission may revise 
the return within five years after it 
has been filed, even though the amount 
has been erroneously included in the 
return as capital gain or gross income 
as the case may be. If the state should 
follow the proposed Revenue Code, 
this ruling would be overruled. 


Interstate Commerce Again 


The United States Supreme Court 
recently held’ that an annual license 
tax for the privilege of doing business 
in the state, measured by gross receipts 
under an apportionment formula was 
unconstitutional when applied to an 
express company doing an exclusively 
interstate business. The corporation 
had organized a separate Virginia cor- 
poration to handle the interstate activi- 
ties of the corporation and paid its 
license tax. The license tax was levied 
upon gross receipts earned in the state 
on business passing through, into, or 
out of the state. 

The State argued that even though 
the tax was labeled a privilege tax it 
should be considered as a property tax 
laid on the intangible value of good 
will, the going concern value. The 
Court said that it was concerned with 
the practical operation of the law and 
not with the particular name given to 
the tax. If the tax was intended to be 
an intangible property tax, no reason 
was apparent for casting it in the form 
of a privilege tax. The ratio of the 
tangible property of the express com- 
pany in Virginia to the computed 
intangible going-concern value was 
so disproportionate that the Court 
through Justice Jackson commented, 
“This may not overtax the express 
company, but it does overtax our 
credulity ” The Court pointed 
out that a state has the power to tax 


15 Railway Express Agency, Inc. v. Commonwealth of Virginia, April 5, 1954. 
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without discrimination all property 
within its jurisdiction including the 
intangible going-concern value, but 
“mere gross receipts is not a sound 
measure of going concern value in a 
practical world of commerce, where 
values depend on profitableness of a 
business, not merely its volume.” 

The State relied on its protection of 
a localized incident in the course of 
the business, here a local pickup of par- 
cels, termination of the movement 
within the state and movement through 
the state. The clinching argument of 
the Court was that “local incidents 
such as gathering up or putting down 
interstate commodities as an integral 
part of their interstate movement are 
not adequate grounds for a state 
license, privilege or occupation tax.” 
This was the holding in the Spector 
Motor Service, Inc. case’® and others. 
It is interesting to note that there were 
four dissents in the case. 


Non-resident—Apportionment of 
Compensation for Services Within 
and Without the State 
A non-resident individual is a stock- 

holder, an officer, and employee of a 

New York corporation. He performs 

services within and without the State. 

Is he taxable by New York on his 

entire salary? 

Article 412 of the Regulations pro- 
vides that the gross income of a non- 
resident, employed and receiving com- 
pensation for his services, includes 
compensation to the extent that the 
services were rendered within the 
State. If the services are rendered 
wholly without the State the compen- 
sation would be excluded entirely from 
gross income. The fact that payment 
is made from a point within the State 
or that the employer is a resident cor- 
poration does not change that result. 

In the case presented to us the com- 
pensation is apportioned on the basis 
of the total number of working days 
employed in New York to the total 
number of working days employed both 


16 340 U. S. 602. 
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within and without the State (Article 
452). In figuring actual working days, 
Sundays, holidays, vacations and sick 
leaves are not included. A non-resident 
taxpayer may not allocate out of the 
State work performed at the out of 
state residence as a matter of personal 
convenience. 

The total number of working days 
is obtained by subtracting from 365 
the number of days off for Sundays, 
holidays and vacation days. If the 
taxpayer does not work on Saturdays, 
those days too are subtracted. 

Last December, Deputy Commis- 
sioner Klein made public some inter- 
esting statistics on non-resident re- 
turns. On returns filed in 1952 for 
income earned in 1951, 170,409 non- 
resident taxpayers reported a tax lia- 
bility of $27,975,124. This represented 
8.62% of the liability reported by both 
residents and non-residents. A large 
majority of these taxpayers were resi- 
dents of New Jersey and Connecticut. 
There were 134,526 non-residents 
from New Jersey who paid taxes 
amounting to $16,708,574, 17,345 from 
Connecticut who paid: $7,941,141 in 
taxes, and 18,539 from other states 
who paid $3,325,409. 


Income Tax—Deductibility of 
Federal Tax on Admissions 


Taxes imposed under the Federal 
Revenue Acts on admissions to caba- 
rets and roof gardens are not deduct- 
ible in computing federal net income, 
even though billed as separate items. 
Under the State income tax law they 
are likewise not deductible unless the 
taxes are expressly imposed against the 
taxpayer (Article 141). The Federal 
tax on admissions to cabarets and roof 
gardens is imposed upon the person 
receiving payment of the charges. 
(Section 1700(e) I.R.C.). Therefore 
no deduction is available to the patron 
or guest who makes the payment. It 
is deductible to the owner of the caba- 
ret or roof garden as a tax or as a 
business expense. 
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Conducted by Louis H. Rappaport, C.P.A. 


S.E.C. Proposes New Registration Form 


HE S.E.C. has circulated for com- 

ment a proposed new form for reg- 
istration of high-grade debt securities 
under the Securities Act of 1933. The 
new form is designated Form S-9. The 
Commission has asked all interested 
persons to 
views and criticisms regarding the 
proposed new form by July 15, 1954. 
If, however, readers of this magazine 
desire to review the form with a view 
to submitting comments, it may be 
assumed that the Commission will be 
glad to receive their comments for a 
reasonable period after July 15, 1954. 

Form S-9 would be available for use 
only by registrants meeting all of the 
following conditions : 


1. 


submit their comments, 


The registration relates to an 
issue of non-convertible, fixed- 
interest debt securities of a com- 
pany which is required to file 
annual reports with the S.E.C. 
under the 1934 Act. (Thus the 
registration would relate to an 
issuer with respect to which there 
is on file with the Commission a 
large amount of information in 
the form of filings under either 


the 1933 or 1934 Acts, or both.) 


The issuer is incorporated under 
the laws of the U.S.A., any State 
or Territory or the District of 
Columbia, or Canada (or any 
political subdivision thereof), 
and has its principal business 
Operations in the U.S.A. or 
Canada. 


The issuer has been engaged in 
business of substantially the same 





a 





Ross Bros. & Montgomery, C.P.A.’s. 


Louts H. Rappaport, C.P.A., is 
partner in the firm of Lybrand, 
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general character for at least the 
last 10 years. 

The issuer has earned a net profit 
during each of its last 5 fiscal 
years and has not defaulted in the 
payment of principal, interest or 
sinking fund on any indebted- 
ness during that period. (In 
most cases satisfaction of this 
condition will be determined on 
a consolidated basis.) 


If the issuer has had “fixed 
charges” (as defined) during any 
of its last 5 fiscal years and dur- 
ing any more recently-ended 12- 
month period reported in the 
registration statement, then (1) 
the earnings of the issuer (after 
all charges but before income 
taxes and fixed charges) have 
been at least 3 times its fixed 
charges in the case of utilities, 
or 10 times in the case of any 
other issuer, for each such fiscal 
year and 12-month period, and 
(ii) for the 12-month period so 
reported, such earnings have 
been at least 3 times its fixed 
charges in the case of utilities, 
or 6 times in the case of any 
other issuer, adjusted to give 
effect to (a) the issuance of 
securities being registered, (b) 
any issuance or retirement of 
securities during or after such 
period, or (c) any presently 
proposed issuance or retirement 
of securities. 


If the issuer has had no “fixed 
charges” in its last 3 fiscal years, 
then the earnings as in (5) 
above, have been 5 ti:nes its fixed 
charges with respect to the 
securities being registered in the 


_ case of utilities, or 6 times in the 


case of any other issuer, for each 
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of such fiscal years and any more 
recently-ended 12-month period 
reported, adjusted to give effect 
to any proposed issuance of 
securities. 

The securities being registered 
will be sold for cash in units of at 
least $500 principal amount and 
the total issue will be at least 
$1,000,000. The underwriting 
arrangements must provide that 
if any of the securities are sold, 
all of them will be sold. 


NI 


oO 


The securities being registered 
are not subordinated and the in- 
denture does not permit subordi- 
nation without consent of the 
holders of a majority of the 
securities being registered. 

An issuer which meets all of the 
above conditions would be permitted to 
use the new Form S-9. This form 
consists of a highly abbreviated pros- 
pectus (constituting Part I of the 
registration statement) plus certain 
other information and exhibits (con- 
stituting Part II of the registration). 

The prospectus would consist of the 
usual financial statements, except that 
the so-called “summary of earnings” 
would have to be in substantially the 
form of the income statement pre- 
scribed by Regulation S-X and would 
cover a period of at least 5 years. The 
surplus statement would cover the same 
period. The proposed form states that 
“in connection with such summary”, 
there shall be: 

1. An indication of the products or 
services which constitute the 
principal sources of sales or 

revenues ; 








2. In the case of an extractive en- 
terprise, appropriate information 
as to reserves; 

3. Whenever necessary, informa- 
tion or explanations of material 
significance to investors in ap- 
praising the’ results shown. 

The other information required in 
the prospectus deals with the distribu- 
tion spread, the use of the proceeds 
of the securities being registered, and 
a description of the securities. Part 
Il of the registration calls for the 
names and participations of the under- 
writers, expenses of the issuance and 
distribution, and a statement as to any 
material relationship between the regis- 
trant or its affiliates, on the one hand, 
and its experts, on the other hand. 


In releasing the proposed new form 
for comment, the Commission said that 
it expected that prospectuses and regis- 
tration statements on the new form 
would be substantially shorter than has 
been the case up till now, and would 
therefore be easier for registrants to 
prepare and for the S.E.C. to process. 
For this reason and bearing in mind 
the information about the issuer pub- 
licly available, the Commission hopes 
to be in a position to consider favor- 
ably, in such cases, requests to shorten 
substantially the waiting period be- 
tween the date of filing the registration 
statement and its effective date. 
Whether or not this can be accom- 
plished, depends, in part at least, oa 
the cooperation of issuers and under- 
writers in preparing the registration, 
so that processing by the S.E.C. and 
letters of comment with respect thereto 
can be held to a minimum. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Unemployment Insurance Tax 
Developments—Late Payments, 
Merit Rating and Section 577.4 


New York State Unemployment In- 
surance payments made more than 
sixty days following the due date pre- 
scribed by regulation of the Industrial 
Commissioner, cannot be credited to 
the individual account of the employer. 
Instead, such delinquent payments are 
credited to the Unemployment Insur- 
ance General Account in accordance 
with Section 577.4 of the Unemploy- 
ment Insurance Law. The result of 
this new provision in the law is to 
make it more difficult for an employer 
to get a reduced Unemployment In- 
surance Tax rate in subsequent years, 
because the balance in his individual 
employer Unemployment Insurance 
account is an important factor in ex- 
perience rating. 

Besides being penalized in the fore- 
going manner, the delinquent employer 
is assessed on delinquent contributions 
for interest, which is computed from 
the date due until the date paid at the 
rate of three-fourths of one per cent 
for each month. 

The State will certify these delin- 
quent payments to the Commissioner 
of Internal Revenue or to the local 
District Director for purposes of credit 
against the Federal Unemployment 
Tax. However, when such payments 
are certified as having been received 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a Member of the 
Society’s Committee on State Taxa- 
tion. 
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by the State after the due date for 
the filing of the Federal Unemploy- 
ment Tax Return, the Federal Unem- 
ployment Tax is further increased by 
ten per cent of such late payments to 
the State. 

This accumulation and piling on of 
additional tax upon tax, and interest 
and penalty appears to be a most se- 
vere imposition on a taxpayer who 
paid his tax but needed more time to 
liquidate the liability because of finan- 
cial difficulties in his business. Ordi- 
narily, complaint is made against so- 
called double-taxation. Because of the 
application of section 577.4 of the Law, 
the financially distressed taxpayer is 
thrice taxed. The serious consequences 
of this amendment to the law could 
not have been contemplated by the 
Legislature, which appeared to be en- 
acting a provision for relieving dis- 
tressed taxpayers. 


Employer’s Deposits on Hearings 
and Appeals 


It has been decided that when an 
employer’s hearing request involving 
a contested benefit claim has been acted 
upon by transmitting it to the Referee, 
the employer is not entitled to a return 
of the $10 deposit upon withdrawal 
of his request for a hearing. 

However, a $25 deposit is not re- 
quired in order to perfect an appeal 
to the Unemployment Insurance Ap- 
peal Board of the New York State 
Department of Labor, where the ap- 
peal does not involve a contested bene- 
fit claim but merely the right of the 
employer to the return of the $10 de- 
posit required for a hearing before a 
Referee. 

In Appeal Board case No. 36,738-53, 
it was stated: 


“The first question to be decided herein 
is whether or not the employer was re- 
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quired to deposit the sum of $25 in order 
to perfect its appeal to this Board. Such 
appeal involved the sole question of the 
right of the employer,—having withdrawn 
its request for hearing,—for the return of 
its $10 deposit previously made at the time 
of the original filing of its objection to the 
initial determination (to wit, granting 
benefits to the former employee), and its 
request for a hearing thereon. It has been 
pointed out that section 621.1 of the Labor 

Law, pursuant to which the deposit of $25 

is required, has application to decisions 

of a referee ‘on contested benefit claims’. 

It remains, therefore, to determine 
whether or not the employer is entitled to 
the return of its $10 deposit, upon its with- 

drawal of its request for a hearing... . 

Section 620.1 (c) provides for the return 

of the employer’s deposit only if the 

referee modifies or_overrules the initial 
determination. . . . Since neither of these 
contingencies occurred, the employer was 

not entitled to the return of its deposit... . 

The filing of a request for a hearing by 
an employer results in the interruption of 
the payment of benefits to a claimant. In 
order to provide a deterrent to the in- 
discriminate filing of requests for hearings 
and the unwarranted interruption of bene- 
fit payments, the Legislature provided for 

a deposit by the employer in the amount 

of $10 in contested benefit cases.” 

In the instant case, delay and. in- 
terruption of benefit payments had not 
been cured by the employer’s subse- 
quent withdrawal of its request for a 
hearing. 

It has been pointed out in another 
case, Appeal Board No. 36,626-53, that 
the employer is not entitled to a return 
of his deposit in the case where the 
employer’s request for a hearing did 
not delay the payment of benefits due 
to fortuitous circumstances. 


Social Security Amendments 
Pass the House 


Should the bill that passed the House 
of Representatives and is now in the 
Senate become law, extensive changes 
in coverage, the tax base and benefits 
will result. Some of the provisions of 
immediate importance to accountants 
and their clients involve the rise in the 
present wage-base maximum from 
$3,600 to $4,200 a year. If this amend- 
ment becomes law, taxes under the 
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Federal Contributions Act would be 
figured on wages and salaries up to 
$4,200 a year beginning January 1, 
1955. 

Coverage would be extended to in- 
clude self-employed professional per- 
sons such as_ lawyers, 
architects, engineers, and funeral di- 
rectors, but not doctors, internes, po- 
licemen, or firemen. Registered nurses 
are covered under the present law. 
Self-employed ministers would be coy- 
ered on a compulsory basis and em- 
ployed ministers on an elective basis, 

The maximum family benefit, now 
$168.75 per month, would be raised to 
$200 per month. Primary insurance 
retirement benefits would be raised toa 
$98.50 maximum and a $30 per month 


minimum. 


Federal Unemployment Insurance 
Pending Legislation 


Presently being considered are sev- 
eral measures proposed by the admini- 
stration in the House of Representa- 
tives which will, if enacted: 

1. Extend unemployment insurance 
coverage to employers of one or more; 

2. Allow states to grant reduced 
tax rates to employers with only one 
year of employment experience, in- 
stead of the present three-year period 
requirement ; and 

3. Repeal the present provision per- 
mitting employers to pay the Federal 
unemployment tax in installments. 

It is submitted by the writer that 
further relief to distressed taxpayers 
could be granted by doing away with 
the present additional Federal Unem- 
ployment Tax assessment levied against 
taxpayers who, due to financial diffi- 
culties, were forced to pay their state 
unemployment insurance taxes late. 
These taxpayers are subjected to an 
additional tax amounting to 10 per 
cent, and in many cases to 100 per 
cent, of the amount in contributions 
paid late to the State Unemployment 
Insurance Fund. 
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Under the present law, the only way 
way they can escape this 10 or 100 
per cent additional Federal Unemploy- 
ment tax is by filing a petition in bank- 
ruptcy. Otherwise they are obligated 
to shoulder this added burden, which 
at times raises the original tax con- 
templated to be collected by the Inter- 
nal Revenue Service from this source 
by one thousand per cent. The normal 
Federal Unemployment Tax due on a 
taxable payroll of $100,000 is $300. 
However, if the taxpayer is late in pay- 
ing $2,700 to the State Unemployment 
Insurance Fund, he is required to pay 
a Federal Unemployment Tax of 
$3,000 instead of $300. After he pays 
the State the $2,700, he may file a 
claim for refund with the Internal 
Revenue Service for $2,430. If he 
pays the State on time, or if he does 
not pay the state and goes into bank- 
ruptcy, the normal tax is $300. 


Recent Union Welfare Fund 

Legislation 

The New York Legislature has en- 
acted a law to give the Superintendent 
of Insurance authority to examine the 
operation of Union Welfare Funds. 

It does not provide for state regula- 
tions of funds, but is intended to facili- 
tate the investigation of Welfare Funds 


which was started by the Department 
last November and is still continuing. 
The investigation is expected to pro- 
vide the basis for regulatory action 
next year. 

The measure will permit an exami- 
nation of welfare funds as often as the 
Superintendent of Insurance deems it 
expedient, but at least once in every 
five years. Funds administered by 
banks that are subject to examination 
by the State Banking Department or 
the Controller of the Currency would 
be excepted. 

It would require trustees of a welfare 
fund to be responsible for the main- 
tenance of its records in conformity 
with “accepted accounting principles.” 
A preliminary report has shown that 
Union Welfare Funds provide protec- 
tion in one form or another for more 
than three million persons, with at 
least 365 million dollars contributed 
annually to Union health, welfare and 
pension plans and to self-administered 
Employer pension plans. 

It is estimated that there are about 
600 jointly administered Employer- 
Union Trust Plans in operation in 
New York with around one million, 
one hundred and fifteen thousand par- 
ticipants. 
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first flight 


Without trust in Daddy’s strong arms, fear 
would blot out the fun of first flight. But 
because Daddy’s smiling, loving face is below, 
life adds a thrilling new dimension, founded 
in love and trust. 


All our adventures begin in and come home 
to the security we cannot do without. 


Saving for security is easy! Here’s a savings 
system that really works—the Payroll Savings 
Plan for investing in United States Savings Bonds. 

This is all you do. Go to your company’s pay 
office, choose the amount you want to save—a 
couple of dollars a payday, or as muchas you wish. 
That money will be set aside for you before you 
even draw your pay. And automatically invested 
in United States Series “E” Savings Bonds which 
are turned over to you. 


The U.S. Government does not pay for this advertisement. It is donated by this publication in 
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To give and to get security is the main busin 
of living. It is a privilege and a responsibilit 
It provides us life’s finest rewards. 

Have you ever thought that this security 
is possible only in a democracy? We contin 
to grow stronger as a nation when more 
and more secure homes are bulwarked 
together. The security of your country depey 
on your security. 


If you can save only $3.75 a week on the Plan, 
in 9 years and 8 months you will have $2,137.80, 

U.S. Series “E” Savings Bonds earn interest 
at an average of 3% per year, compounded semi- 
annually, when held to maturity! And they can 
go on earning interest for as long as 19 years and 
8 months if you wish, giving you back 80% more 
than you put in! 

For your sake, and your family’s, too, how about 
signing up today? 














